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“The gipsy in Asia Minor makes iron nails one at a time with a 
hammer on an anvil, just as his ancestors did before him for hun- 
dreds of years. I have seen him doing it; but I also observed that his 
small children were stark naked and that his larger ones had only 


one garment 
come new.” 


thumb, the limited experience of 

the executives in each individual 
business, and the general sentiment of the 
street, are the sole possible guides for ex- 
ecutive decisions of major importance, it 
is pertinent to inquire how the representa- 
tive practises of business men generally 
may be made available as a broader foun- 
dation for such decisions, and how a 
proper theory of business is to be ob- 
tained. The theory of business, to meet 
the need, must develop te such a point 
that the executive, who will make the nec- 
essary effort, may learn effectively from 
the experiences of others in the past what 
to avoid and how to act under the condi- 
tions of the present. Otherwise, business 
will continue unsystematic, haphazard, and 
for many men a pathetic gamble, with the 
failures of each serious business depression 
made up largely of the best moral risks. 


U tune we admit that rules of 


In industry and commerce all things are be- 


Cuares W. Exior 


No amount of theory can be a substi- 
tute for energy, enthusiasm, initiative, 
creative ability, and personality, nor will 
it take the place of technical knowledge. 
Now, however, all of these personal quali- 
ties may be coupled with an adequate tech- 
nical equipment, and yet the executive of 
wide experience may fail through our in- 
ability to grasp the broad underlying 
forces controlling business, a knowledge 
of which would give a sound basis for 
judgment. It is a serious criticism of our 
business structure that it so long lacked an 
adequate method by which these hroad 
forces may be appraised, their probable 
course charted, and their applications to 
individual executive problems made rea- 
sonably clear. ; 


The Importance of Business Precedent 


The need of a better theoretical basis 
for executive action exists in all lines of 
industry. Business decisions are now gov- 
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erned by the precedents and practises cur- 
rent within each particular industry to an 
extent which makes these precedents al- 
most comparable in weight with the prec- 
edents in the law. The inertia with which 
any large corporation or any individually 
managed business opposes a departure 
from the habits, customary practises and 
precedents of that organization is well 
recognized. These precedents and prac- 
tises are of various types. Within each 
industry competent leaders study their 
management problems constantly and each 
manager creates many precedents and 
practises which are the basis, consciously 
or unconsciously, of his own decisions. 
Precedents of this type are limited mainly 
to the industry of which his concern is a 
part if they are not wholly personal to his 
company. 

One of the assets which an employer al- 
ways has in mind when he engages a new 
executive from another company in the 
same industry is this background of per- 
sonal experience, upon which he relies for 
the improvements to be accomplished 
through the newcomer. In addition to the 
localized precedents within each concern 
there is an increasing tendency for the 
interchange of such precedents among 
competitors and each industry as a whole 
thus tends to create within itself a struc- 
ture of traditions which largely control the 
executive action taken in that industry. 


Business Precedents Limited to the 
Particular Industry 


It is still true, however, that each indus- 
trial group learns and benefits little from 
the experience of other groups. An inter- 
national banker discussing the subject re- 
cently, referred to the fact that American 
business men typically know nothing of 
any business but their own as their most 
serious limitation in international compe- 
tition and in their approach to current 
reconstruction problems. The recent eco- 
nomic disturbances culminating in the busi- 
ness depression 1920-21 afford complete 
and disconcerting evidence of the wide- 
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spread ignorance of the economic back. 
ground of business in its application to 
particular industries and especially of the 
lack of any adequate concept of the rela. 
tion between the business cycle and indi- 
vidual executive problems. The work of 
the Harvard Committee on Economic Re. 
search was at this time so recent that few 
executives knew of its existence and fewer 
still had confidence in its forecasts. 

The big swings of business occur perhaps 
once in a business generation. The new 
generation of managers, as it approached 
the conditions of 1920, had great need for 
records in usable form of the experiences 
of 1893, but no such records exist. With 
striking exceptions in che case of individ- 
uals who had been students of economics 
and were able to apply their economic 
background to the problems faced in 1919- 
20, many of the most able and energetic 
industrial managers met with maximum 
dificulties during the current depression. 
In many cases also the more stodgily man- 
aged concerns are today in better condition 
than their energetic rivals. 

The premium on the lack of initiative 
at certain stages of the business cycle can 
be removed only by adequate business rec- 
ords of widely differing types, from which 
may be developed theories and precedents 
for use by the executive. This business 
generation owes it to its successors to make 
such records that the new generation may 
approach the problems of some later de- 
pression with a background of proper in- 
formation. Business needs not less theory, 
but much more. 


Failure of Business Men to Benefit from 
the W ork of Economists 


The business cycle is perhaps more im- 
portant to business men than any other 
phase of the economic background and 
economists have been for many years 
working on its phenomena. Notwithstand- 
ing this fact, business men were almost 
wholly unprepared for the depression of 
1920. The difficulty is that the studies of 
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the economist had not generally been car- 
ried far enough into the executive prob- 
lems of specific industries for the executive 
to use the results in his own business, and 
much more work has yet to be done before 
these results will be fully available. Each 
executive always feels that his own busi- 
ness is different from others. To a cer- 
rain extent he is right, for the broad eco- 
nomic forces affect different industries with 
varying intensity and at different times, 
but no industry is immune from the opera- 
tion of these fundamentals. This feeling 
on the part of the executive that his busi- 
ness is different can be offset only by eco- 
nomic studies made from his standpoint, 
which are developed to the point where 
each manager may see how his business is 
in fact affected by these forces, and may 
understand the relation of his particular 
industry to other industries. 

The business man castomarily feels that 
economists are too theoretical and have 
little to offer which is of value in his busi- 
ness. Consequently he minimizes the.im- 
portance of their .. k. To some extent 
this feeling on his »art has been justified. 
The slender resources of the economist 
have been inadequate to enable him to 
gather the type of data most valuable to 
the business man,! and the economist’s 
point of view is social while the business 
man’s point of view must be primarily in- 
dividualistic. This difference between the 
social and the individualistic interest 
affects even the form of the economist’s 
work, while its substance has generally 
been in fields well separated from those in 
which the business man must find the basis 
for his decisions. The failure of correla- 
tion between the business man and the eco- 
nomist arises also from certain inherent 
limitations in the intellectual training of 
the typical business executive. Inasmuch 
as most of the economists’ efforts deal 
with problems whose solutions are not 
directly applicable to business, the busi- 
ness man has usually failed to learn the 


*See Bullock: The Need of Endowment for Economic 
Research, Harvard Graduates Magazine, June, 1915. 
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language of the economist. There is a 
resulting lack ~f understanding of eco- 
nomic work which makes it difficult for him 
to appreciate its value. 

Whatever the reasons for the condi- 
tion, there are few connecting links be- 
tween these two groups, and the work of 
the economist is not guiding the action of 
business men to the extent that it should. 
This is true of different types of industries 
in different degrees. The banker, with 
an adequate economic training, finds the 
point of view of the economist close to 
that required for his most important execu- 
tive decisions. He can, if he will, get much 
value for the conduct of his business out 
of this economic training and out of current 
economic thought. The banker deals with 
considerable groups of industries and is 
obliged to consider conditions which affect 
them all. His mental processes are less 
special and nearer the social point of view 
of the economist than is true of other busi- 
ness men. On the other hand, the manu- 
facturer is rarely interested in economics 
except as he may be irritated by a differ- 
ence of opinion on some national issue, or 
as he feels that they overlook the essen- 
tials of some practica! operating problem, 
for example in labor relations. He finds 
little in the work of the economist which 
he understands and less than he can apply 
in his own business. The economist has 
not carried his work near enough to the 
executive problems of the manufacturer to 
make it readily available. So far as each 
manufacturer can see, his business is in 
fact different from others. 


Need of Standards for Executive 
Decisions 


Industry also needs theoretical develop- 
ment of another type. Every executive is 
today handicapped by lack of information 
as to the methods by which other execu- 
tives solve internal executive problems 
similar to his own. The accountant has 
built up a basis for gathering facts for use 
as precedents and background for many 
decisions of this type, but almost univer- 
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sally accounting data are limited to one 
concern. Recently there have been devised 
a few standard accounting systems applic- 
able to whole industries and, when com- 
parable figures are collected through the 
use of such systems, the information so 
made possible will give an industrial rather 
than an individual basis for action. This 
movement as yet has only a start outside 
of railroads and public utilities, and while 
accounting methods remain in the present 
unsystematic and unstandardized condi- 
tion, the opportunities for using accounting 
data to create standards and precedents 
are almost wholly limited to each particu- 
lar concern. 
The technical and semi-technical prob- 
lems of the major industries have for 
many years been subjected to serious study 
by engineers and managers, and while 
revolutionary changes affecting technical 
methods will result from the constant ad- 
vance in the sciences, this side of business 
management is already far more scientific 
than the non-technical side. The greater 
advance in technical theory should be cred- 
ited in part to the fact that the engineer 
must generally leave records in a form 
which can be observed and used as prec- 
edents by other engineers. For example, 
layout problems, well solved in one plant, 
become with the growing conception of 
unity of interest within industries both val- 
uable and available for the use of others in 
the same industry. Technical development 
alone, however, is an unsound foundation 
for the successful conduct of any business, 
and unfortunately the well worked out 
analyses and solutions of non-technical 
executive problems are not similarly re- 
corded. They fail therefore to spread 
from one company to another and from 
one industry to another, as they should. 
This is true notwithstanding the usefulness 
of information affecting industry generally 
or particular industries as a whole, such as 
trade statistics, price series, wage data, in- 
terest rates, census reports and other data 
published by private and governmental 


agencies, which exist in considerable 
volume. 
In a few limited fields there is already, 
through existing publications, an excep. 
tional basis for executive action. Such 
services as Moody’s Manual furnish stand- 
ards of great importance in the fields of 
public utilities and railroads. Here both 
accounting and operating conditions are 
standardized and the technical and non- 
technical problems are similar. The student 
of a particular utility or railroad may, from 
the data recorded in such manuals and 
in the Interstate Commerce Commission 
and similar reports, form an excellent im- 
pression, easily supplemented by personal 
investigation on the ground, of the essen- 
tial characteristics of a company investi- 
gated. On the other hand, while similar 
information in the industrial volumes of 
these manuals is significant, it is less val- 
uable than the information about railroads 
or utilities. No standards either of ac- 
counting or of operating conditions exist 
as to these miscellaneous industries and 
there is infinite variety of technique. More- 
over, the effect on such companies of fluc- 
tuations in commodity prices and other 
operating conditions is much more marked 
than in the case of utilities, and the inter- 
vals between periods when information is 
given are so long that no effective check 
on conditions is obtained. Most of the 
recent difficulties which the investment 
banker has met in dealing with industrial 
securities arise out of considerations of this 
nature, which affect the validity of conclu- 
sions drawn from the ordinary data. 
While the exchange of experiences 
among different concerns, except as one 
hires the employee of the other or as they 
compete in buying and selling, is very 
recent in its development, the tendency in 
this direction is a factor of much impor- 
tance for the future of business methods. 
Every executive must have noted the 
marked difference in this regard in the 
last 20 years. Trade secrets of a non-tech- 
nical nature have ceased to exist in many 
well-managed plants, where 20 or 25 
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years ago it was difficult for the mig 
of a competing concern even to visit. Suc 
‘nterchange is today generally possible and 
expected. Whether this change in attitude 
should be attributed to the disclosure of 
facts brought about by income tax and 
similar governmental returns 1s for the 
present purpose immaterial. A revolu- 
tio.ary change in attitude has in fact 
started within the last generation. This 
change for obvious reasons 1s so far almost 
entirely limited to particular industries, for 
most of the interchange has been accom- 
plished through trade associations and 
through personal contacts which are largely 
within each trade. 

On the other hand, the amount that 
each industry has to learn from the prac- 
tises and precedents of other industries 
apparently far different in character is 
only just coming to be realized. Trade 
associations and business men’s organiza- 
tions of various types have done some- 
thing to improve conditions in this respect 
and organizations like the National In- 
dustrial Conference Board have made sub- 
stantial beginnings in studies which are 
of interest to many industries. At the best 
these instances are exceptional. While in 
a few fields beginnings have been made 
through research, out of which much may 
be expected in the future, scientific stand- 
ards for comparative tests of business 
eficiency do not now exist, and managers 
in one industry learn little from managers 
in other industries. 


The Scientific Method and 
Business Theory 


In substance the theoretical background 
for business stands today somewhat where 
the law in England and France stood in the 
period from 1200-1300. In both coun- 
tries the law was local to small territorial 
units. This corresponds to the present 
condition of business precedents and prac- 
tises which are local to particular indus- 
tries or companies. To a considerable ex- 
tent also the decisions of the courts were 
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based upon customs and upon the memory 
of each judge as to his own past practises. 
The present scientific development of 
law is an outgrowth of recorded legal 
decisions which have since 1195 in Eng- 
land,? and approximately 1252 to 1271 in 
France,* formed the background for the 
study of legal problems. 

All the pure and applied sciences of the 
present day have developed in the same 
manner. Before the scientific method came 
into use, the astrologer and the medicine 
man created fantastic hypotheses to ac- 
count for the phenomena of nature. Sun, 
moon and stars ceased to be the subject 
of absurd and fantastic notions and were 
recognized to be under the influence of 
laws controlling their ordered movements 
only after Copernicus, Keppler and others 
conceived the idea of recording and col- 
lecting systematically over a considerable 
period of time the facts about their move- 
roents. It was then possible to classify 
these facts in series and sequences, and to 
develop from these records and classifica- 
tions laws or theories which not only ex- 
plained the present but gave a method of 
predicting the future. 

Methods of research in science vary as 
widely as technique in business, but while 
the technique of research varies, the con- 
ception that scientific studies should be ap- 
proached through the collection and classi- 
fication of facts and through the develop- 
ment from recorded facts of generaliza- 
tions and theories into which the facts fit, 
is the basis of all science. This method 
has been applied with great effectiveness to 


“ such fields as the law, which lack the exact- 


ness of natural sciences. In this respect 
business resembles the law more than the 
natural sciences, and therefore the prob- 
able course for the development of theory 
in business is more analogous to the simi- 
lar development of the law than it is to 
chemistry or physics. It will require, how- 


, Pic oy and Maitland: History of English Law. Vol. 
Pe ; 

8 Continental Legal History Series. Vol. °1, Part ITI, 
page ; 
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ever, the applications of the same scien- 
tific method. 


The Analogy of the Common Law 


The earliest treatise on the English law 
and customs. was written by Glanvill, or 
one of his associates who was familiar 
with the practises and customs of the law, 
before the year 1189. Glanvill himself 
was a judge. The writer of the treatise, 
whether Glanvill or his associate, relied on 
memory and on his knowledge of the prac- 
tises of the court. Since no records of 
court proceedings at that time existed, his 
work was empirical in nature and in- 
evitably lacked a scientific basis. To con- 
siderable extent, the writer of a business 
treatise finds himself today in the same 
position. In the absence of recorded facts 
in the field about which he wishes to write, 
he must rely upon his own memory and 
judgment and upon second-hand informa- 
tion obtained from business men as to their 
memory and experiences. 

Curiously enough, immediately follow- 
ing Glanvill we find an early application 
of scientific method to the determination 
and development of legal theory. ‘The 
first treatise of real importance in the Eng- 
lish law is not Glanvill, but Bracton, writ- 
ten about 1250-1260. Bracton’s personal 
history has an interesting bearing on the 
subject under discussion. He was first a 
clerk and later a justice in the Court of the 
King’s Bench. In 1195 this court had 
begun to compile systematic records of its 
proceedings—the rolls of the court. These 
rolls, which are the earliest court records 
in European law, were not available for 
general study by attorneys in the modern 
way, but in some irregular manner Bracton 
appears to have obtained possession of 
rolls constituting the record of about 25 
years of proceedings mainly before two 
judges (Pateshull and Raleigh) who pre- 
ceded him. While he was using these rolls 
in work on his treatise, he appears to have 
fallen into disfavor and was ordered in 
1258 by the authorities of the Exchequer 
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to return the rolls to proper custody. As his 
treatise was incomplete, this order embar. 
rassed him greatly, and, gathering to- 
gether a group of men who could write, he 
had them hastily copy from the rolls some 
2,500 cases which seemed to him repre- 
sentative of the law and therefore neces. 
sary as the basis for his book. This col. 
lection of cases in various hand writings 
has come down to the present time and is 
known as Bracton’s “Notebook.” It an. 
tedates Dean Langdell’s “Cases on Con. 
tracts,’ the first modern collection of se- 
lected cases in the common law, by approx- 
imately 750 years. With this notebook as 
his material for the scientific study of de- 
cided cases Bracton worked out a treatise, 
which is the beginning of the modern de- 
velopment of the common law. 

In the treatise he cites from 400 to 500 
cases out of his “Notebook,” and these 
citations probably constitute the first use 
of decided cases as precedents.* 

It is obvious from the mere statement 
that no systematic national law and no 
theoretical development of law was pos- 
sible until court records were systemat- 
ically kept. 





‘For a een discussion of the legal history of the 
oes, see Pollock and Maitland, History of English Law, 

ol. 1, Chaps. VI and VII, and for_a briefer discussion, 
Lee, Historical Jurisprudence, Chap. XVI. 

Lee even finds in Bracton’s treatise the first statement 
of the doctrines of stare decisis under which a common 
law__ principle once decided, even though it be wrongly 
decided, has behind it a weight of authority which makes 
the court very unwilling to change its position.* It occa- 
sionally seems that this doctrine, which has differentiated 
the common law from the French law, has less weight 
in this country in_ recent years than formerly, particularly 
in some of the fields of constitutional law and _ federal 
legislation. In France, the nationalization of the law and 
its development out of the stage of local territorial customs 
had its beginning after court records were established in 
about 1252. The French law developed through codifica- 
tion, but this codification not only failed to stop the devel- 
opment of judge-made law, but to a conteeing extent the 
codes themselves were based on judge-made law. More- 
over, while in theory the French court is not bound by 
precedents, in practise the controlling character of prece- 
dents is an inevitable element in the development of even 
code interpretation, No judge can approach an oid problem 
without giving weight to the conclusions he reached before 
and with the publication of decisions these precedents 
rapidly became more and more im nt. The judge found 
his labors much decreased by the precedents, while the 
attorney desiring to know the probable future interpreta- 
tion of the code obtains his best guide from the inter- 
pretations in earlier decisions. Judge-made law, therefore, 
is little less important in the civil law than in the common 
law, although the approach in theory is different. | 

Professor Beale points out the fact that codification has 
not served to reduce the necessity for judicial decisions 
and that litigation on points of law under the civil, code 
of France exceeds in amount the litigation of a similar 
nature under the common law in the British Islands.t 


“Lee: Historical Jurisprudence, p. 490. : 
‘ t Selected Essays in Anglo-American Legal History, Vol. 
» page 
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When we consider that every large busi- 
ness finds its current decisions greatly in- 
duenced by the memory of men within the 
organization and by the precedents of that 
particular business, while it has little op- 
portunity to benefit from the experience of 
other concerns in the same industry or 
from the practises of other industries, the 
close analogy of present business condi- 
tions to the early stages of the develop- 
ment of the law in the time of Granvill 
is apparent. If progress in the develop- 
ment of theory in business, like that which 
took place in the law after Bracton, be- 
comes possible, it will be because there has 
heen provided a basis in recorded facts 
similar to the court decisions. Such facts 
alone can give a wider and more scientific 
background of experience and bring about 
a broader use of the precedents and prac- 
tises of business as a whole. 


Types of Research Necessary for 
Development of Theory 


For such an application of the scientific 
method to business theory we need only to 
extend to their logical conclusions existing 
methods of research. Much of the ma- 
terial referred to which is published by 
private and governmental agencies needs 
further study and classification, both from 
the economist’s and from the executive’s 
point of view, before it can be of maximum 
value. More has been done with this ma- 
terial from the social or economic point of 
view than from that of the executive, 
and before the business man can get full 
benefit from it the coordinations must be 
worked out and the results must be studied 
and stated in specific forms planned to 
help in the solution of individual business 
problems. But much more material than 
is now in existence must be collected before 
the desired results can be obtained with 
any fullness. 

The creation of mass data covering a 
whole industry is beyond the means of any 
research organization which lacks the 
support of the taxpaper, and if this type of 


research were the only method of obtain- 
ing an adequate view of the activities of an 
industry, the expense would be prohibitive. 
Where mass data are not available from 
government sources substantially the same 
results can in many cases be obtained 
through the gathering of well chosen sam- 
ples—just as the industrial chemist ana- 
lyzes the product of a mine by analyzing 
a minute fraction of the total output. If 
the sample :s carefuliy chosen aad fairly 
representative of the whole, the results 
are extraordinarily accurate. Much of the 
the material enteri:g into wage and price 
series published by commercial agencies is 
of this nature, as is also the work of the 
Harvard and Northwestern University 
Bureaus of Business Research and similar 
agencies in the field of distribution. In the 
comparatively small number of cases 
where such studies of samples have been 
made, it has been possible to establish. 
standards of wide application. The ex- 
pense of such research through samples is 
relatively small and the results very relia- 
ble. In one recent case where a direct 
comparison has been possible between a 
sample collected by the Harvard Bureau 
of Business Research and mass data gath- 
ered by the Federal Government from a 
whole industry, the statistical conclusions 
showed a variation of less than 1/10 of 
1%. 

This method of research through sam- 
ples should be applied very much more 
widely than it has been to date. Many 
fields of business activity which could be 
readily studied in this way are now in the 
realm of hypotheses corresponding by 
comparison to the fantastic hypotheses of 
the ancient astrologers. The present basis 
of bank credits may be mentioned as an 
example. The weight given by most banks 
to the arbitrary rule that the relation be- 
tween current assets and current liabilities 
should show a ratio of $2 of assets to $1 
of liabilities has little or no relation to the 
facts of business. [It was applied in 1919 
to credit ratios on a 40c cotton market 
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and a 23c sugar market on much the same 
terms and with practically the same weight 
that it has been applied recently to similar 
concerns in a 12c cotton market or a 7c 
sugar market. A two to one ratio in the 
first cases was a far more dangerous condi- 
tion than a one to one ratio on the lower 
price levels. To a considerable extent, 
this failure to relate credits to the funda- 
mental economic background, in such a 
way that the dynamic and changeable na- 
ture of sound credit standards may be real- 
ized, is responsible for business failures 
resulting from the severe swings of the 
business cycle. It is responsible also for 
the recent discovery of many bankers that, 
in severe depressions, liquid assets are the 
assets which disappear first. It should 
be readily possible through research to 
build up a proper relative basis for credits 
which would take into accovnt at various 
stages of the business cycle the importance 
of commodities, and commodity price 
levels, as elements in credit risk. Such a 
basis would vary from industry to indus- 
try. This is one example of a promising 
field of research which: might be ap- 
proached through the gathering of sample 
data. 

Research through samples of this na- 
ture would, if broadly conducted, give 
an excellent basis for the interchange of 
experience across the industries. We have 
recently found that studies made in the 
marketing problems of the jewelry indus- 
try give a valuable background for the 
consideration of widely different marketing 
problems, such as the distribution of heat- 
ing supplies. 

Both mass data and sample data of this 
nature deal mainly with problems of the 
executive affected by facts and powers out- 
side of his own control and to a large ex- 
tent outside of his own business. In addi- 
tion to this type the executive needs 
assistance through research in the solution 
of his daily internal operating problems 
which may or may not be directly related 
to the general economic background or to 
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the industry as a whole. There js now 

practically no way that the executive may 
get such assistance except as he acts on the 
precedents and practises of his own organi- 
zation, or hires new members of his or. 
ganization from competitors. 

The case system of teaching business in 
the Harvard Business School has thrown 
some interesting sidelights on this need. 
Adopting the general principle of Lang. 
dell’s case system, by which most of the 
law schools of the country teach law, we 
have developed on a large scale similar 
methods of teaching business, and a con- 
stantly increasing percentage of the work 
of this school is conducted upon a true 
case® system. The student obtains his 
business training by solving executive prob- 
lems, which actually have occurred in 
business, so presented that he deals with 
conditions similar to those which con- 
fronted the executives. This method of 
teaching business from cases, a logical de- 
velopment of the earlier problem method 
of instruction, has largely revolutionized 
the class-room work in the School and im- 
proved the quality of instruction. For 
teaching reasons the business situations or 
cases used for this purpose have usually 
not included the solutions which were 
reached by the business men. 

The point of view of the teacher is 
essentially different from that of the busi- 
ness man. While the teacher desires to 
have the solutions for his own guidance, 
he prefers that they should not be dis- 
closed to the student until the student has 
thought the problems out. When one solu- 
tion of a particular business problem is 
printed in a case book, this solution tends 
to have the overweight of authority which 
goes with the fact that it alone is printed, 
although the conclusion actually reached is 
often not the best possible solution. Where 
also only one course of action is set forth, 

there are inadequate comparative bases for 


= The business case is of course not generally a litigious 
situation but rather a practical set of facts out of whic 
arises a problem or problems for determination by the man 
in business. See 


th 
“Business Teach: by the Case tem” 
American Economic Review, Vol. xh, No. ‘. March "1922. 
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analysis to determine the deficiencies and 
the strong points of this decision. These 
reasons which have led us to the present 
technique of presenting cases to the class- 
-oom under which conclusions are gener- 
ally omitted, limit the use of case books 
for business men. The executive finds that 
other people have faced problems like his 
own, but he gets no light from their ex- 
perience. 

There is an insistent demand from 
executives, therefore, for the publication 
of solutions to these cases. Moreover, if 
the present use of such cases for training 
junior executives within various industries 
continues, the solutions worked out in prac- 
tise should be made available to the senior 
executives who lead the discussions. In- 
deed, an adequate development of the case 
system for teaching in business schools will 
be possible only if the teacher has not one 
alone but several solutions for the im- 
portant problems contained in the case 
book. Under these conditions he will be 
able to use these several solutions as a 
basis for comparative discussion of the 
business theory involved. 

While the cases in our present case 
books have a value as teaching material in 
advance of anything which we have been 
able to supply through lectures or texts of 
the ordinary sort, there is need of further 
developments in the technique of present- 
ing business situations. For this purpose 
case books like text books should be built 
on precedents, including the solutions. We 
now ignore ‘the solutions in compiling the 
books. The full scientific approach to the 
teaching and development of theory 
through cases will not be realized until the 
instructor has the recorded facts of busi- 
ness for use, not only to show how the 
problems in business arise, but how they 
have been handled by different executives. 
He needs also some idea, wherever pos- 
sible, of the success or failure of the 
method adopted. Isolated business cases 
have been published with their solutions in 
various places, but the number of such 


cases which have been worked out with the 
detail necessary, if they are to be useful for 
solving executive problems arising in the 
future, is lamentably small compared with 
the field to be covered. Both the case 
system for its proper development and 
business itself need something like the . 
court reporter who systematically reports 
numerous cases for current publication. 

As is well known, law cases are reported 
as they occur, with no effort at anything 
but a chronological arrangement. The 
ability to coordinate new cases with cases 
decided in the past and to fit the conclu- 
sions of the court into legal theory is 
gained through elaborate indices and 
digests. Something corresponding to these 
court reports and their digests is needed 
in business so that we may build up, as time 
goes on, a volume of recorded precedents 
which may be subjected to critical analysis 
and classification. The publication of such 
cases is an easy and inevitable development 
of the research which is the basis of the 
case system as we are now using it. We 
have therefore in preparation a volume 
which is intended to be the first of a series 
designed to help in the accomplishment of 
such a result.® 

The plans for this publication include 
the adequate indexing of these reports, so 
that the executive who wishes to know how 
different concerns have handled a particu- 
lar problem perhaps at various stages of 
a business cycle may, as time goes on, 
study precedents not only in his own indus- 
try, but in other industries where similar 
problems occur. We shall include the 
same problem under differing conditions 
where a variety of solutions has been 
worked out by different concerns. As this 
series of business reports is published from 
year to year we hope it may be one of the 
agencies which will give business managers 
an opportunity to make better use of busi- 
ness data, to base their current executive 
action on broader precedents than those 
within their own concerns and to choose 


¢ These volumes will be published from time to time 
under the name of Harvard Business Reports. 
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from among several solutions of the same 
problem solutions which, properly mod- 
ified, may be the best for use under their 
own conditions. In a few fields where we 
have already collected several different 
solutions to the same problem, we see the 
practical value of the variety of answers. 
The ability to analyze these solutions com- 
paratively enables an executive to reach a 
sane conclusion with far less time and far 
greater assurance than would otherwise be 
possible. 

May not this and similar research agen- 
cies and records be the basis for a develop- 
ment of theory in business problems some- 
what as the rolls of the court and Bracton’s 
“Notebook” formed a basis for the de- 
velopment of early theory in the common 
law? 


There are now at work a number of 
research agencies, all of which will add to 
the mass of facts upon which alone busi. 
ness theory can properly develop. In the 
use of their results the broad fundamentals 
of the scientific method should be kept in 
mind. The task of developing business 
theory scientifically is first, the recording 
of facts; second, the arrangement of these 
facts into series and relationships; third, 
the development of generalizations which 
can be safely made only upon the basis of 
such recorded facts. Except in so far as 


this method is applied consciously on a 
large scale, the generalizations of business 
will be largely hypotheses more or less 
fantastic in their nature, and the executive [ 
must often gambie with his most impor. 
tant problems. 
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THE TAXATION OF CAPITAL GAINS 


By GEORGE O. MAY 


wr treatment of capital gains under 
a steeply graduated income tax 
law constitutes one of the most dif- 
ficult problems in fiscal legislation as is suf- 
ficiently evidenced by the changes con- 
tained in successive revenue acts. Im- 
partial students of the subject will, it is 
believed, agree that the present state of 
the law is not satisfactory, and among the 
remedies which are receiving consideration 
is the abandonment of the taxation of capi- 
tal gains and of the allowance of capital 
losses as a deduction from taxable income. 
In Great Britain, where capital gains have 
not heretofore been taxed or capital losses 
allowed as deductions, the question is be- 
ing debated whether some change in the 
law is not necessary on account of the 
avoidance of taxation of what is essentially 
income by clothing it in the garb of capital. 
The time, therefore, seems opportune for 
a discussion of the problem. 


I. The Nature of Capital 
Gains 


By capital gain is meant the profit upon 
the realization of assets otherwise than 
in the ordinary course of business; this 
profit being the excess of the proceeds of 
realization over the cost of the property 
realized. 

In considering the proper treatment of 
capital gains under an income tax law it 
is desirable to keep in mind three different 
causes which may make a capital gain pos- 
sible. These are: 


(1) Change in absolute value due to 
natural growth or similar causes. 


(2) Change in relative value of prop- 
erty in comparison with other 
property, due to external causes. 


(3) Change in the money value of 
property due to depreciation or ap- 
preciation of currency. 


In most cases, of course, a capital gain 
is due to a combination of these influences, 
some perhaps operating in a favorable, 
others in an unfavorable, direction. All 
three for instance operating favorably 
might be found on the sale in the spring of 
1919 of a privately owned barrel of 
whisky bought as new whisky in 1913. 
There would be first the increase in abso- 
lute value due to aging, second the in- 
crease in relative value due to the legisla- 
tion enacted in January 1919, and third 
the increase in money value, common to 
nearly all property, resulting from the ex- 
pansion of currency and credit during the 
war. 

Looking at the problem from the stand- 
point of principle, the gain due to the first 
cause is clearly only a special form of in- 
vestment income and therefore naturally 
comes within the purview of an income 
tax. Gains due to the second cause are 
real gains, and therefore fairly taxable, 
even if not ordinary income. Indeed if 
discrimination in favor of earned income 
as against investment income is well 
founded, it may well be argued that these 
gains from unearned increment should be 
regarded as less entitled to consideration 
than ordinary recurring investment in- 
come. 

Gains from the third cause are more 
apparent than real. There would seem to 
be no true income or gain from selling 
property at double its cost, if everything 
which can be bought with the proceeds is 
also selling at double its former price. 
This has been a common situation in re- 
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cent years and has been complicated by the 
factor of involuntary sale or realization. 
In recent tax laws attempts have been 
made to meet it, first by replacement fund 
provisions under which no taxable profit 
is deemed to be derived from an involun- 
tary sale if the proceeds are put aside to be 
employed in replacing the property and 
secondly by the provisions in the 1921 law, 
permitting exchanges of property without 
any liability to taxes as a result thereof. 


II. Relation of Capital Losses to 
Taxation of Capital Gains 


As a practical proposition it would be 
impossible to analyze every capital gain 
into its component elements and apply dif- 
ferent rules to different elements. In par- 
ticular it would be a hopeless task to con- 
vince the average taxpayer who had com- 
pleted a transaction showing a loss, that 
he should pay a tax on the transaction be- 
cause the loss was found upon analysis to 
be made up of an increase of value due to 
the first or second of the three causes 
above mentioned and therefore taxable, 
offset by a larger loss arising from the 
third cause and therefore outside the 
scope of the tax law. 

The alternatives therefore are to tax all 
gains or to exclude all gains, except such as 
can be covered by simple rules. In con- 
sidering the question whether capital gains 
should be taxed the successive points which 
arise are: 


(1) Is it in principle desirable to tax 
capital gains? 

(2) If so, should capital losses be al- 
lowed as a deduction from taxable 
income ? 

(3) If both the first and second ques- 
tions are answered in the affirma- 
tive, how serious are the dangers 
of evasion and how far is it practi- 
cable to guard against them? 


It must be understood that the danger 


of avoidance is not disposed of by exclud- 
ing capital gains and losses from the scope 
of the income tax, as is evidenced by the 
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movement in England already referred to. 
A majority of economists would probably 
take the view that capital gains are not a 
proper subject for taxation under the guise 
of an income tax. Apart from this techni- 
cal point, however, it would seem that in 
principle capital gains would form a most 


appropriate subject of taxation and the Su. | 


preme Court has held that they can be 
taxed as income. Some theoretical consider- 
ations have already been briefly recited. 
Among other reasons which would have 
weight with a statesman as well as with a 
politician is the fact that the great accumu- 
lations of wealth by individuals in the coun- 
try have largely been the result of capital 
gains, and the salary—or wage—earning 
classes might quite naturally feel that they 
were being unjustly discriminated against 
if they were taxed on their salaries of 
wages and the large capital gains of the 
very wealthy should escape taxation. 
Moreover even if the taxation of capital 
gains be regarded as necessarily involving 
the allowance of capital losses, it would 
seem that treating both on the footing of 
income would ordinarily be expedient in a 
developing country in which naturally the 
capital gains would far exceed the capital 
losses. This proposition is, however, sub- 
ject to the important qualification that it 
holds only so long as the form and degree 
of taxation are not such as to discourage 
the realization of gains and encourage the 
taking of losses, and thus to cause a seri- 
ous disturbance of the normal balance be- 
tween gains and losses. 

Turning to the second point, while it 
may seem that in justice the rules regard- 
ing gains and losses in a tax law should 
be as nearly as possible similar, it may be 
recalled that this principle has not usually 
been applied in our income tax laws. Even 
in the case of ordinary business until the 
enactment of the present law a taxpayer 
who made a profit on trading in one year 
and an exactly similar loss in another paid 
tax on the profit and obtained no relief in 
respect of the loss. As regards losses not 
incurred in the taxpayer’s trade or business 
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THE TAXATION OF CAPITAL GAINS 


the Act of 1913 allowed no deduction and 
the Act of 1916 allowed a deduction only 
to the amount of the gains of a similar 
character included in the same return. 
The tax rates under these Acts were, how- 
ever, small as we now reckon tax rates and 
the problem becomes difficult only when 
taxes are large. In 1917 when the maxi- 
mum rate of tax was increased from 15% 
to 67%, the limitation on the deduction 
of losses contained in the Act of 1916 
was continued, but in 1918 when the 
maximum tax was still further increased 
to 77% all limitations on deductions of 
capital losses were removed. 

Lven under this law if a taxpayer pur- 
sued the even tenor of his way undis- 
turbed, taking capital gains or capital 
losses as his judgment of present and pros- 
pective values dictated, and eritirely unin- 
fluenced by tax considerations he was not 
in the position that tax relief resulting 
from a loss was exactly equivalent to the 
tax burden resulting from an equal gain. 
Such a taxpayer, if he incurred losses, was 
thereby relieved from surtax at the rates 
he would have paid on his regular income; 
if on the other hand he made a profit he 
paid surtaxes at the higher rates applying 
to income in excess of his regular income. 

Thus to take the case of a man who had 
a regular income in each of the years 1919 
and 1920 of $50,000 and sold one invest- 
ment at a capital loss of $20,000 on De- 
cember 31, 1919, and another at a capital 
gain of $20,000 on January 1, 1920; in 
1919 he paid on an income of $30,000 a 
total tax of $3,890, in 1920 on an income 
of $70,000 a total tax of $16,490, to- 
gether $20,380. If, however, both trans- 
actions had fallen in the same year he 
would have paid on an income of $50,000 
in each year a tax of $9,190; a total for 
the two years of $18,380, and his capital 
gain, therefore cost him in taxation $2,000 
more than he saved on his capital loss 
though the tax rates were the same in both 
years. 

However, this discrimination against 
the taxpayer was of relatively minor con- 


sequence compared with the wholesale Icss 
to the Government resulting from the fact 
that taxpayers liable to heavy rates of sur- 
tax very generally refrained from taking 
profits, but not from taking losses. It is 
impossible now to estimate the loss of 
taxes which resulted from this disturbance 
of the normal policy of investors, but it 
must have been enormous. At the same 
time transfers which were desirable from 
the broad standpoint of public welfare 
were retarded or prevented. Men of ad- 
vanced years, who were anxious to turn 
over their business affairs to younger and 
more vigorous men, were deterred from 
doing so by the tax which would have 
fallen upon them in the event of a sale, 
and in innumerable ways the ordinary 
course of business was affected by the arti- 
ficial restraint on sales at a profit and the 
encouragement of sales at a loss. 

‘To meet some phases of the problem, 
extensive new provisions were introduced 
in the Act of 1921, mainly in two forms, 
(1st) the limitation of the tax on capital 
gains in the case of investments carried 
more than two years at 12%4%, and 
(2nd) provisions under which capital as- 


‘sets could be exchanged rather than sold 


without any tax being incurred. Under 
this law the rule that what is sauce for the 
goose is sauce for the gander invoked by 
taxpayers in support of the removal of the 
limitation on deductible losses in 1918 was 
waived in favor of the taxpayer. Logi- 
cally the converse of the first provision just 
referred to would have been that a tax- 
payer sustaining a capital loss should pay 
the ordinary tax on his regular income 
and deduct therefrom 12%% of the 
amount of his capital loss. The Act, 
however, permits him to save the maxi- 
mum surtax he would otherwise have paid. 
Thus to use the same illustration as be- 
fore, under the existing law a taxpayer 
with a regular income of $50,000, a capi- 
tal gain of $20,000 in one year, and a 
capital loss of $20,000 in the next, pays 
over the two years $2,800 less than if both 
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transactions had occurred in the same 
year. | 

In the case of the very wealthy, there- 
fore, the present law makes it distinctly 
advantageous to take capital gains one 
year and pay a maximum tax of 12% 
thereon and take capital losses in 
another year, saving the maximum surtax 
to which the taxpayer would otherwise 
have been liable. 

The position in regard to the exchanges 
is even more unfavorable to the Govern- 
ment. A taxpayer holding stock of the 
A. B. Company desires to dispose of it 
and reinvest in the stock of the C. D. 
Company. If the present market value 
of the stock of the A. B. Company is less 
than its cost to him he selis this stock and 
buys the stock of the C. D. Company and 
is entitled to a deduction from his taxabie 
income of the loss on sale. If, however, 


the market value of the stock of the A. B. 
Company is above cost he arranges an ex- 
change of this stock for stock of the C. D. 
Company with a cash adjustment and 
under the law he derives no taxable gain 


and therefore pays no additional’ tax. 

From this brief summary it will be seen 
that in less than 10 years the relation be- 
tween the provisions regarding capital 
gains and those regarding capital losses 
has been changed from one of marked dis- 
parity in favor of the revenue to an even 
greater disparity in favor of the taxpayer. 
Probably, every change has operated to 
the detriment of the revenue except to the 
extent that legislation has been retroactive 
and heavy taxes have been levied on trans- 
actions which would never have been con- 
summated if a change in the law had been 
anticipated. Retroactive legislation, how- 
ever, is not a desirable practise and while 
it was doubtless justified in a time of world 
warfare, it should be banned for the future 
like many other practises developed during 
the war. 

The above history of legislation since 
income taxes became possible on March 1, 
1913 suggests that though the disparity 
in favor of the taxpayers may be lessened, 


it would not be practicable even if desir. 
able to restore the old disparity in fayo, 
of the Government. It will be assumeg 
therefore, that if capital gains are to be 
taxed, capital losses must be allowed a; 
deductions on at least an equal basis 
Though specific provisions may facilitate 
tax avoidance or make it more dificult 
the Treasury in dealing with all such prob. 
lems suffers from the fundamental disad. 
vantage that it is the taxpayer who not 
only decides the time and the form of 
transactions giving rise to capital gains or 
losses, but exercises the option whether | 
they shall take place or not. To use ; 
military analogy, the initiative, whose 
value in warfare is universally recognized, 
is always with the taxpayer. The Treas 
ury has its fixed defences; the taxpayer 
moves only after careful study of these 
defences, and it is not surprising that the 
Treasury, with a defence impregnable 
against a frontal attack, often finds itself 
helpless against an enveloping movement 
which attacks it in the flank or rear. This 
disadvantage is increased by the fact that 
the distinction between ordinary income 
and capital gain is often a fine one, and 
a slight change in the form of the transac 
tion may throw it into one class or the 
other. If, therefore, the Government 
decides to tax capital gains and alloy 
capital losses as deductions, the taxpayer 
can refrain from taking gains but may take 
losses. If on the other hand the Govern 
ment should exclude capital gains and 
capital losses from the scope of the in 
come tax altogether, there is danger of 
transactions which essentially give rise to 
income being cast into such a form that the 
gain would technically be held to be: 
capital gain. How fine the distinctions 
are, and incidentally how unexpected may 
be the results to the Government and to 
the taxpayer of any action outside the 
ordinary course of business in a time whe 
tax laws are rapidly changing both in form 
and in degree of severity, is very wel 
illustrated in the case of the Phellis or di’ 
Pont case. This case and the Rockefeller 
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Prairie Oil and Gas case decided by the 
Supreme Court at the same time, constitute 
-wo of the most complete, and in amounts 
‘svolved the most considerable, of the 
Pyrrhic victories of the Treasury in tax 
litigation. The point at issue was not, of 
course, whether the transaction involved 
resulted in a capital profit or in a profit in 
the nature of ordinary income, but what 
might seem a much simpler question, 
whether it resulted in any profit at all. 


III. The Phellis Case 


The amounts involved in the Phellis 
case are so large and its features so strik- 
ing as to make it worthy of detailed con- 
sideration. 

The facts are briefly that the E. I. du 
Pont de Nemours Powder Company of 
New Jersey in 1915 transferred all its as- 
sets to a Delaware company in considera- 
tion of debentures and stocks of that 
company, and retaining debentures of the 
Delaware company equal to the par of its 
common stock (approximately $30,000,- 
000.) distributed to its common stockhold- 
ers two shares of Delaware company 
stock for each share of New Jersey com- 
pany (or an aggregate of $60,000,00.). 
The market value of the Delaware com- 
pany’s stock at the date of distribution was 
$347.50 per share. The Supreme Court 
has now found that this distribution was 
a dividend taxable to the stockholders of 
the New Jersey company, and by this de- 
cision has added to the taxable income of 
I91§ an amount of approximately $210,- 
000,000, or nearly 5% of the total tax- 
able income disclosed by all the individual 
tax returns of that year. 

The five judges of the Court of Claims 
agreed in the view that in substance there 
was no income to the stockholders uf the 
New Jersey company because the stock of 
the Delaware company represented the 
same property and business as the stock of 
the New Jersey company had previously 
represented. This view was supported, 
however, by only a minority of the Su- 
preme Court, the majority finding that 


both in substance and form the stock of 
the Delaware company constituted real 
income to the stockholders of the New 
Jersey company. 

In passing, it may be remarked that 
while each of the courts looked beyond 
the form and discussed the substance of 
the transaction—one finding that in sub- 
stance there was no dividend, and the 
other that the whole of the stock of the 
new company at its market value consti- 
tuted a dividend—in neither court was a 
third alternative discussed which seems 
most accurately to reflect the substance of 
the transaction. This alternative is that 
the stock of the new company represented 
substantially what the old stock had pre- 
viously represented, and that the old stock, 
which after the transaction represented 
only an equal amount of debentures of the 
new compariy, was the real dividend. In 
substance the position of the stockholder 
after the transaction was almost identi- 
cally the position in which he would have 
been placed had the New Jersey company 
created $30,000,000 of debentures and 
issued them to the common stockholders 
by way of dividend, or even if it had sold 
$30,000,000, of debentures at par and 
paid the cash to its stockholders. After 
the transaction the stock of the old com- 
pany represented to the stockholder of 
the old or New Jersey company, some- 
thing severed from the du Pont property 
and business which he could realize with- 
out reducing in any degree his proportion- 
ate interest in the general du Pont assets. 

The controversy extended over six 
years, during which anyone who was a 
stockholder at the time of the reorganiza- 
tion and who subsequently sold a part or 
the whole of his stock in the Delaware 
company was unable to determine whether 
under the Income tax law he had made a 
profit or loss by doing so. If, for instance, 
such a stockholder sold 10 shares of the 
Delaware company’s stock for $2,000 the 
transaction would on the Government’s 
theory result in a deductible loss of 
$1,475. If, however, the Government’s 
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contentions were overthrown the result 
would be a taxable profit of a rather 
greater sum. The Government having 
won, it is interesting to consider what this 
victory has gained for it and what has 
been, or will be, the cost. 

The key-note of the decision by which 
the Supreme Court held that stock divi- 
dends were not taxable was perhaps the 
statement that a stock dividend provided 
nothing out of which the stockholder 
could pay a tax without parting with some 
portion of his interest in the corporation. 
Assuming that the taxpayers who were 
called upon in 1921 to pay surtaxes on 
the profits which they are deemed to have 
made in the transaction of 1915, should 
have had recourse to the sale of their stock 
to provide funds with which to pay their 
tax, what will their position be? 

The market value of the stock of the 
Delaware company was at the time of the 
decision roughly par. Any holder who 
received his stock as a dividend in 1915 
pays tax in that year on the basis of a 
value of $347.50 per share, and if he sold 
in 1921 he is entitled to claim a loss on 
sale in 1921 of $247.50 per share. In 
1915 the normal tax was 1% and sur- 
taxes beginning at incomes of $20,000 
ranged from 1% to 6%; in 1921 the nor- 
mal tax was 8% and surtaxes beginning 
at incomes of $5,000 ranged from 1% 
to 65%. It will be apparent, therefore, 
at once how great the advantages of the 
decision to a taxpayer may be. Taking by 
way of illustration the case of a married 
man without dependents whose income 
apart from the dividend in 1915 or sale of 
stock in 1921 was $7,500 in each year, and 
assuming that he held 10 shares of the 
New Jersey company’s stock and received 
20 shares of the Delaware Company’s 
stock as dividend in 1915, and that he sold 
this stock in 1921 at $100 a share, it will 
be found that the dividend does not bring 
him into the surtax class for 1915, so that 
he has no additional tax to pay for that 
year, but the loss of sale in 1921 reduces 
his taxes for that year from $320 to $2. 


Multiplying the figures twenty-fold and 
taking a man whose income was $150,000 
in each year and whose original holdings 
of the New Jersey company’s stock was 
200 shares, it will be found that the ad. 
dition of the dividend to his income for 
1915 increases his taxes for that year by 
$5,950, and the loss on sale in 1921 de. 
creases his taxes for that year by $51,650. 

The full effects of the decision are not 
reflected even in these figures, as had the 
opposite decisicn been reached there 
would have been a taxable profit instead 
of a loss on any sale of stock in the Dela. 
ware company. Presumably the decision 
will also involve considerable saving of tax 
to the Delaware company. 

No doubt some stockholders had sold 
a part or all of their stock prior to 1921 
and in other cases the stock is held by per- 
sons who would not, and perhaps could 
not without difficulty, sell any great pro- 
portion of their holdings. The cost of the 
victory to the Government will therefore 
probably not come near its potential 
limits. 

It is, however, reasonably certain that 
the cost to the Government in the form of 
taxes lost will encrmously exceed the ad- 
ditional taxes recovered as a result of the 
decision, and one is tempted to ask ques- 
tions like those of the children in Southey’s 
poem “After Blenheim,” and one finds no 
answer except Kaspar’s: 


“But what they fought each other for 
I could not well make out. 

But everybody said,” quoth he, 
“That ’twas a famous victory.” 

A similar analysis of the Rockefeller 
and Harkness cases would lead to a simi- 
lar conclusion. 

The claim of the Government was at 
best largely technical since it could not be 
said that the du Pont stockholders realized 
true income from the transaction in an 
amount approaching the two hundred mil- 
lions which the court held must in law be 
deemed to be derived therefrom. The 
case turned on the special facts of a very 
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unusual transaction and established no new 
principle, and the net result in the particu- 
lar case of the Government’s contentions 
being upheld was bound to be a loss of 
revenue. It is surprising, therefore, that 
the Government did not accept the verdict 
of the Court of Claims. 

The position after this decision and the 
stock dividend decision (Macomber v. 
Eisner) would have been most unsatis- 
factory if Congress had not in the 1921 
law provided in substance that no income 
should be deemed to be derived from 
corporate reorganizations. 

The interest of the case in relation to 
the subject of this discussion, lies in the 
evidence it affords of the room for wide 
difference of opinion concerning the in- 
come-producing effect of a transaction, 
even if the question is considered with re- 
gard to its substance and not merely to 
its form. 

The room for difference of opinion on 
the question whether some of the compli- 
cated transactions of modern corporate 
finance produce income in the narrower 
sense, capital gains, or no gain or income 
at all, is obviously even greater. 


IV. Conclusions 


A study of the subject over a period of 
many years has led the writer to the con- 
clusion, that while either course is fraught 
with danger and tax avoidance on a large 
scale is bound to continue as long as high 
rates of surtaxes are maintained, on the 
whole the losses of revenue involved in 
the taxation of capital gains and the al- 
lowance of capital losses as deductions 
from taxable income are greater than 
those involved in the opposite course; 
further, that the margin is so great as to 
outweigh the consideration that in princi- 
ple it is preferable to tax capital gains. 
Neither the war period, with its extrava- 
gant gains and unmerited losses, nor the 
period of readjustment immediately after 
the war was an opportune time for a 
change of policy in this regard. As, how- 
ever, we get back to more normal condi- 
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tions, such a change seems worthy of the 
most serious considerations, more especi- 
ally as the existing law in remedying 
defects of the old law has created new op- 
portunities for tax avoidance from which 
the Government is bound to suffer very 
heavily. 

If capital gains and losses are in general 
to be excluded from the scope of the in- 
come tax, safeguards will be necessary to 
prevent a wholesale escape from taxation 
of income by conversion into capital form. 
It is believed, however, that three pro- 
visions would be sufficient to prevent the 
great bulk of such evasion, namely: 


(1) That where a capital gain or a 
capital loss arises in respect of an 
asset, which from its nature is sub- 
ject to a natural increment or de- 
crement in value, any gain shall be 
deemed to be income to the extent 
of a reasonable return on the in- 
vestment for the period during 
which it has been held. Con- 
versely the natural decrement 
should be allowed as a deduction 
from taxable income. 


(2) That where property is disposed 
of within, say, two years of its 
acquisition, the transaction shall 
be deemed to be a trading transac- 
tion and not a capital investment. 


(3) A provision under. which the tax 
would be levied on the sale of 
stock of corporations, particularly 
private corporations, where it 
might appear that there was a 
profit which was attributable to the 
accumulation of undivided profits 
by the corporation and that the sale 
was made to avoid the imposition 
of the tax which would be assessed 
on such profits if distributed as 
dividends. 


Of the three provisions it is believed 
that only the third would offer serious dif- 
ficulty in its formulation and it should 
readily be possible to surmount these dif- 
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ficulties with the assistance of a group of 
persons familiar with business practise 
and with tax procedure. 

Doubtless the adoption of this sugges- 
tion would involve the definite abandon- 
ment of a large amount of revenue which 
the Government ought some day to re- 
ceive, but it is not believed that the sacri- 
fice of revenue which the Government 
would otherwise be likely to receive would 
approach in amount the increase in 
revenue that would result from the elimi- 
nation oi deductions for losses. 

Tax avoidance on a substantial scale 
would doubtless continue even if the sug- 
gestion were adopted, but this is bound to 
be true under any law so long as the ex- 
treme surtaxes now in force are continued. 
Most students of the subject are in agree- 
ment with the views expressed by the 
Secretary of the Treasury in his letter to 
the Chairman of the House Committee on 
Ways and Means of April, 1921, that the 
immediate loss of revenue that would re- 
sult from the repeal of the higher surtax 
brackets would be relatively small and the 
ultimate effect should be an increase in the 
revenue. Congress apparently clung to 
the outworn idea that such a repeal would 
result in a loss to the Treasury for the 
sole benefit of the rich. It will, however, 
ultimately be forced to recognize the 
shortsightedness of its policy, especially 
having regard to the existence of the huge 
volume of tax-exempt securities. 

In justice to the present Congress one 
must recognize that not only is the prob- 
lem an extremely difficult one, but it is 
made more difficult by the sacrifice of 
sound principles to political exnediency 
in the original adjustment of income taxa- 
tion to war necessities. Given a business 
world organized largely in the form of 
private companies which are practically 
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incorporated partnerships, a world ip 
which business transactions may readily be 
cast into different forms so as to produce 
ordinary income or capital gains as may 
be the more advantageous and given also 
a huge volume of tax-free securities; under 
such conditions the combination of a low 
normal tax on income of individuals and 
corporations with very high surtaxes is 
neither equitable nor effective. This js 
equally true whether capital gains and 
losses are treated as entering into the de- 
termination of income or not. The form 
of tax avoidance changes to meet either 
rule. The only real solution is to reduce 
the disparity between normal taxes and 
surtaxes. 

Had the Congress recognized these 
facts in war time and raised the normal 
tax and the lower range of surtaxes to 
higher levels as urged by the Treasury, it 
would have been possible later to make 
reductions all along the line. It is not 
surprising however that the present Con- 
gress should look askance at a proposal to 
increase the normal tax and the lower 
surtaxes and reduce the higher surtaxes. 
Though in reality such a scheme would be 
sound finance and benefit the entire com- 
munity it seems on the surface too much 
like a scheme to relieve the rich at the ex- 
pense of the relatively poor to be expedi- 
ent from the standpoint of party politics. 
It is certain however that the high surtaxes 
will prove increasingly ineffective and in- 
jurious the longer the present system is 
continued. 

In the meantime, it is believed that the 
revenues can be increased, tax avoidance 
greatly diminished, and greater equity 
secured by the abandonment of the rule of 
taxing of capital gains and, conversely, of 
allowing capital losses as a deduction from 
taxable income. 
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BANK MANAGEMENT AND THE BUSINESS CYCLE 


By O. M. W. SPRAGUE ' 


of industrial depression, a large 
majority of business borrowers 
suddenly discover that they owe over- 
much to merchandise creditors and to 
banks. They find that they were too eager 
to take advantage of the alluring oppor- 
tunities of the preceding year of business 
activity. That a more conservative course 
will be adopted on their own initiative by 
business men generally in similarly active 
periods in the future is altogether improb- 
able. Boldness, enterprise, willingness to 
assume risks are qualities essential for the 
successful conduct of business affairs. He 
is an exceptional person who possesses 
these qualities in effective combination with 
caution and restraint. On the other hand, 
most men engaged in business may be ex- 
pected to manifest some readiness to avoid 
extreme risks, if these risks are brought 
persistently to their attention by those in 
position to make their views effective in 
practise. 
lor the exercise of a much-needed re- 


\ the beginning of every period 


straining influence during periods of busi- ° 


ness activity, the commercial banks 
throughout the country are the appropriate 
agency. Banks are in position to secure 
the adoption of policies which will be of 
advantage to business, but which business 
itself cannot accomplish. While there is 
abundant occasion for enterprise and risk- 
taking in banking, the nature of the busi- 
ness enforces a decidedly more conserva- 
tive attitude than is required in most other 
occupations. A well-managed bank must 
be able not merely to meet its obligations 
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to depositors; it must also hold itself in 
position to grant credit at all times to its 
solvent customers. And its service to its 
borrowing depositors does not stop there. 
With advantage both to bank and to cus- 
tomers, the banker may properly be ex- 
pected to decline to grant credit when the 
advance is likely to prove a disservice to 
the borrower. 

But in the United States, with more than 
30,000 commercial banks eagerly compet- 
ing for business, it must be recognized that 
it is by no means an easy matter for the 
banker to impose restraint upon the bor- 
rowing desires of solvent customers. The 
fear that valuable accounts may be with- 
drawn by depositors, tempted by the offer 
of more liberal credits by other banks, 
exerts a potent influence upon the lending 
policies of all commercial banks. For this 
reason, no credit requirements can possibly 
secure general acceptance unless they are 
based upon very definite and compelling 
considerations. When these conditions are 
present and clearly recognized, past ex- 
perience indicates that competition between 
the banks is not an insuperable obstacle. 


I. Credit Analysis—The Current Ratio 


Nearly 40 years ago, a few progressive 
bankers introduced the practise of requir- 
ing financial statements from borrowers. 
Progress was slow at first; most customers 
were decidedly opposed, and not infre- 
quently transferred their accounts to less 
exacting banks. In spite of all opposition, 
however, the movement made constant 
headway, until now all banks in the large 
cities and many elsewhere secure state- 
ments as a matter of course from virtually 
all borrowing customers. With this pre- 
cedent in mind, we can confidencly antici- 
pate the adoption of other credit require- 
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ments if the advantages to be derived can 
be made similarly evident and convincing. 

Borrowers’ statements of condition are 
subjected to painstaking analysis, both for 
a series of years and in comparison with 
the statements of others engaged in the 
same line of business. The most signifi- 
cant of the results derived from such 


‘analysis are reflected in the ratio between 


current assets and current liabilities, com- 
monly known as the current ratio. Bank- 
ers speedily perceived that there was wide 
diversity between different industries in the 
current ratio that would afford a given de- 
gree of assurance that sufficient cash would 
be available to meet maturing obligations. 
For a very limited range of industries, a 
ratio of less than two to one might be ade- 
quate, while for a much larger number a 
higher ratio should be maintained. 

In the analysis of credit, differences be- 
tween cencerns in the same line of busi- 
ness, based upon a variety of particular 
considerations, are recognized, as are also 
the special seasonal requirements of a 
large number of industries. Careful atten- 
tion seems to have been given to every 
factor save one, which even remotely has 
a bearing upon the position of borrowers, 
but the neglected factor is by no means of 
minor importance. During every period of 
business activity, conditions develop under 
which the value of both receivables and 
inventories becomes increasingly unstable. 
In the successive stages of the business 
cycle, there is a marked difference in the 
liquidness of current assets, a difference of 
which definite account should unquestion- 
ably be taken by the banks in granting 
credit. To put the matter concretely, a cur- 
rent ratio that was entirely adequate in 
1915 or 1916 had become insufficient in 
1918 or 1919, and in the case of many in- 
dustries was dangerously below the safety 
line. 


II. Credit Conditions during the 
Upward Movement of the Business Cycle 


The initial stage of periods of business 
activity is marked by a growing demand 
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for goods of all sorts which is based upon 
solid foundations. Additional labor js 
readily available, and the efficiency of al] 
labor is above the average as a result of 
recently experienced difficulties in securing 
employment. During the preceding 
months of depression, overhead charges 
will have been brought down and plans 
for expansion carefully worked out, plans 
which in many instances will tend to reduce 
unit costs materially. Inefficiently man- 
aged and badly located enterprises will 
have been weeded out, and the financial 
position of a much larger number strength- 
ened. Finally, supplies of capital are ample, 
and moderate rates prevail both for in- 
vestment funds and for bank loans. 
It is to be noted that, in addition to a 
general decline in prices during the period 
of depression, there are important changes 
in the relative prices of different com- 
modities which permit a renewed de- 
mand on profitable terms for both ma- 
terials and finished products. 

Under these favorable conditions, the 
output of industry increases by leaps and 
bounds for a year or more after the be- 
ginning of a period of business activity. 
The rate of increase inevitably slackens, 
however, at a date not much later than 
that at which labor and plant become fully 
employed. Thereafter, there can be only 
such moderate increase in output as comes 
from the slow growth of population and 
the similarly gradual introduction of im- 
proved methods and equipment. More- 
over, as the period of activity continues, 
these agencies for increased production 
are offset by influences unfavorable to pro- 
duction, notably an inordinately rapid 
labor turnover and transportation con- 
gestion. 

The endeavor to expand plant and 
equipment, and the demand for goods of 
all kinds do not slacken with the weaken- 
ing of the forces which gave the initial im- 
petus to business activity. On the contrary 
the desire to expand operations and the de- 
mand for supplies of goods become more 
and more intense right up to the close of 
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the period of activity. Explanation is not 
far to seek. While all the influences tend- 
ing to promote industrial development 
along sound lines are losing force, one in- 
duence, and that an unhealthy influence, is 
becoming more and more potent until it is 
no exaggeration to say that it is the over- 
shadowing controlling factor in the busi- 
ness situation during the last months of 
every period of business activity. This 
noxious influence is that which is exerted 
by a rapid advance in the general level of 
prices. A general advance of prices, from 
whatever cause, exerts an unhealthy stimu- 
lating influence upon business because ris- 
ing prices are a direct means of abnormal- 
ly enlarging business profits. Wages and 
salaries advance more slowly than the 
prices of most commodities to the advan- 
tage of growers and manufacturers, while 
wholesale and retail dealers reap gains in 
the ordinary course of business from the 
advance in prices during the interval be- 
tween the purchase and sale of their stocks 
of goods. Commitments induced by prof- 
itable experience of the effects of rising 
prices, commitments which will only 
prove profitable in case prices rise further, 
are perhaps the most general element of 
weakness in the situation disclosed upon 
the advent of a period of depression. A 
condition which then deeply impresses the 
business community is the discovery that 
stocks of goods are abnormally large at 
every stage of production and marketing. 
The apparent scarcity is found to have 
been due to reckless buying all along the 
ling Large numbers of producers and 
dealers, fearing that full deliveries would 
not be made, are found to have contracted 
for much larger supplies of goods than 
they could use even on the basis of the 
calarged sales which they were anticipat- 
Ing. 

Acting upon the mistaken notion that 
this intense demand for goods indicates 
promising possibilities of a permanently 
enlarged volume of business, producers 
make frantic efforts to increase plant and 
equipment, regardless of the high cost of 
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materials and of construction, and of the 
difficulty of securing adequate capital and 
a satisfactory additional working force. 
At the same time, in agricultural sections 
of the country farms find eager purchasers 
at prices which the future is certain to 
show to have been ruinously excessive. 


III. Credit Conditions during the Period 
of Inflation and Readjustment 


The unstable conditions in all branches 
of industry which develop in the latter 
part of a period of activity would have far 
less serious consequences if they were not 
paralleled by an over-extended financial 
position of very large numbers of business 
concerns. Although a goodly portion of 
the satisfactory profits of the years of 
prosperity are commonly retained, funds 
required for the expansion of plant and 
the purchases of goods have far exceeded 
the growth of the capital from this source 
of very many business undertakings. 
Moreover, owing to the intense demand 
for capital and consequent high rates of 
interest, short-time borrowing is employed 
in raising funds which would ordinarily be 
secured from shareholders by the issue of 
new stock,or by the sale of long-term 
bonds. Relying upon a continuance of 
good earnings, which will be largely put 
back into the enterprise, heavy obligations 
to banks and to merchandise creditors are 
incautiously incurred to make up deficien- 
cies in working capital. 

In view of the growth of all these con- 
ditions during the latter part of a period 
of prosperity it is evident that the business 
community becomes more and more 
vulnerable to shock as the period of activ- 
ity proceeds. Under the baneful influence 
of rising prices, the situation becomes in- 
creasingly unstable, and the necessity for 
radical readjustments more and more 
unavoidable with no escape from a period 
of depression. The corrective of an in- 
crease in output, so frequently mentioned 
at such times is altogether illusory. No 
considerable increase in output is possible 
when all are fully employed, and even if 
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by miracle it should occur, demoralization 
would follow because the business com- 
munity has become involved in a situation 
which can only be held while prices con- 
tinue to rise. An increase in output in 
1919 would not have proved a cure for 
the unsound conditions that obtained at 
that time. It would presumably have 
rendered the situation in 1920 even more 
difficult to handle. 

There is a widespread belief among 
many producers that periods of activity 
might continue indefinitely if a more liber- 
al credit policy were adopted by the banks. 
No doubt, some prolongation of a period 
of activity might be secured by this means, 
but only at the heavy cost of a more seri- 
ous collapse later on account of the greater 
accumulation of deferred adjustments 
which must be made in the subsequent 
period of depression. Recent history 
furnishes a striking example of the noxious 
effects of long continued credit expansion. 
To the supply of credit already enlarged 
to an unheard of extent during the three 
preceding years, large additions were 
made during the last half of 1919 and the 
winter and spring of 1920. The most 
conspicuous results of that policy were a 
decidedly more unstable industrial situa- 
tion and a far more generally and seriously 
over-extended financial condition among 
farmers, manufacturers and dealers. 

For the increasing industrial instability 
that marks the course of periods of busi- 
ness activity, bankers are no more respon- 
sible than those engaged in other occupa- 
tions. There is, however, a most im- 
portant and fundamental difference be- 
tween banking and other particular busi- 
ness operation. In the absence of much 
expansion of credit by the banks, the rise 
of prices which induces unhealthy develop- 
ment all along the line, could not possibly 
occur. Bank credit is indeed by no means 
the sole price-making factor, but when a 
period of activity is well under way no 
considerable increase in prices is possible 
unless additional supplies of bank credit 
are forthcoming, since by that time the 


free cash resources of the business com, 
munity are already fully employed. 

When asking for larger lines of credit 
in periods of business activity, borrower; 
commonly urge that, because prices haye 
risen, they require more credit to handle 
a given volume of transactions. There 
is force in this contention, but experience 
shows that they ordinarily desire, and in 
fact secure, not merely sufficient additional 
credit for that purpose, but a further ip. 
crement which permits a still further a¢. 
vance in prices. Recent experience of the 
woolen industry may be taken as fairly 
typical. The marked and unhealthy ad 
vance in the price of wool in 1919 could 
not have occurred if Boston and other 
banks had not granted unusual credits to 
wool dealers. With these funds wool 
dealers competed against each other for 
wool, boosting prices to abnormally high 
levels with consequences painful to them. 
selves and hardly to the permanent ad. 
vantage of the wool grower. A similar 
situation obtained throughout the entire 
industry, among makers of woolens and 
worsteds and clothiers. All were attempt. 
ing to handle more business, but the credit _ 
secured for the purpose was absorbed in: 
sellers’ market for materials and labor, 
yielding still higher prices rather than an 
increased output. As for wholesalers and 
retailers, the summer of 1920 disclosed 
holdings of large stocks purchased at high 
prices, and in very many instances obligz- 
tions under contracts for abnormally large 
deliveries in later months. These u- 
healthy conditions throughout the industry 
could not have developed if a less con 
siderable volume of credit had been fur. 
nished by the banks. 


IV. Conclusion 


Our problem then is to find some work- 
able means of confining the volume of 
credit within limits, not merely of safety 
to the banks, but to limits which shall be 
of advantage to the community at largt 


and to the individual borrower. Drastit 


legislative restrictions of the lending © 
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ower of the banks might serve, but would 

also seriously diminish the ability of the 
banks to furnish credit for desirable pur- 
poses. Restraint through the reserve 
hanks can be effective only when large 
numbers of commercial banks are securing 
accommodation from those institutions, a 
condition that is unlikely to develop early 
enough in a period of activity for restraint 
hy the reserve banks to prove an adequate 
corrective. The situation presented by the 
business cycle requires the adoption of a 
policy that shall be in effective operation 
throughout the entire course of a period 
of business activity, a policy which takes 
account of the varying situation in par- 
ticular industries and even of particular 
business concerns. 

The general adoption by the banks of a 
requirement that business borrowers show 
an improving current ratio in periods of 
activity would furnish a corrective possess- 
ing all of these essential characteristics, 
and others as well. The fundamental rea- 


son for the adoption of the requirements 
of an improving current ratio is found in 
the gradual deterioration in the quality of 


current assets during the course of a 
period of business activity. ‘To maintain 
a given degree of financial strength re- 
quires a gradual increase in the current 
ratio, or, which comes to the same thing, 
increasing deductions from inventory and 
receivable accounts. To take inventory at 
cost or market, whichever is the lower, is 
not sufficient at a time when there is a 
possibility of a decided shrinkage in 
merchandise values in the offing and a 
growing likelihood that collections will be- 
come difficult. | 

In the administration of this require- 
ment of an improving current ratio, no 
precise rule can be laid down. As with 
credit analysis in general, account must 
be taken of differences in the position of 


particular industries and of particular con- 
cerns. The industries in which the tendency 
toward over-expansion is most pronounced 
are not necessarily the same in successive 
business cycles. In general, it may be as- 
sumed that an increasingly intense demand 
for all classes of goods at rising prices is 
in no small degree an unhealthy demand. 
To this proposition, there are of course in- 
dividual exceptions, notably where there 
is definite evidence of new uses or markets 
for an article. There is however no good 
reason to suppose that for commodities 
long in common use there can be a 
considerable permanent expansion .n con- 
sumption all along the line. In many 
directions there must be excessive competi- 
tion for goods against which the banks 
should be on their guard. 

Stock Exchange loans furnish a familiar 
precedent for the policy which should be 
adopted. When quotations advance to 
what are deemed unstable levels, the banks 
have long been accustomed to impose 
checks by requiring larger margins or by 
discriminating against particular securities. 
Under a similar policy as regards com- 
mercial loans, banks would lend a smaller 
proportion of the market price of staples 
as prices rise above accustomed levels (a 
practise which has sometimes been 
adopted in the past), and also insist upon 
a higher current ratio from manufacturers 
and dealers. To be really effective and to 
avoid disturbing consequences, this policy 
should become operative at an early stage 
in a period of prosperity. Business activ- 
ity would not thereby be interrupted, 
though the intensity of activity would be 
somewhat moderated, especially in unde- 
sirable directions. It may further be con- 
fidently anticipated that periods of prosper- 
ity would be of longer duration and that 
the severity and length of periods of de- 
pression would be materially diminished. 
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THE FUTURE OF AMERICAN EXPORT TRADE 


By JULIUS KLEIN 


T has long been a commonplace re- 

mark among observers of American 

economic development that this coun- 
try has been at various times in its history 
“on the eve of a new era—in transition 
from one stage of economy to another, 
and so forth.” The present situation of 
our foreign trade certainly offers ample 
ground for a repetition of this trite truism. 
The war has brought about important 
changes in international economic relations 
and contacts many of which are intimately 
related with the future of American com- 
merce. Trade routes have been dislocated 
and readjusted by a series of dramatic 
episodes, such as (1) the destruction of 
Germany’s colonial empire; (2) the elim- 
ination of millions of tons of merchant 
shipping of European ownership and the 
construction of other millions by the 
United States; (3) the killing off of thou- 
sands of skilled artisans and mechanics on 
the one hand and the stimulation of ex- 
perts in new mechanical processes and 
hitherto unknown industrial technique on 
the other; (4) the extraordinary expan- 
sion of the productive capacity of Amer- 
ican industry in all of its innumerable 
phases from flour milling to machinery 
manufacturing, from new textile processes 
to industrial chemistry; (5) the amassing 
of the bulk of the world’s investment cap- 
ital in this country; and (6) the collapse 
of Germany’s closely knit system of com- 
mercial distributing agencies throughout 
the world. 

An extensive monograph might be 
written upon each of these factors demon- 
strating its direct and vital bearing upon 
the development of our export trade. The 
latter is clearly undergoing a gradual but 
none the less fundamental readjustment 


as to its direction, as to the commodities 
which enter into it, and especially as to the 
prevalent conception of its relationship 
with the general economic evolution of the 
country. It is not the purpose of this 
paper to indulge in any hypothetical specu- 
lation as to whether these present and 
probable changes may be attributed en- 
tirely to the war-time upheavals mentioned 
above, or whether some of their causes 
took root in the normal succession of 
stages in our commercial progress. The 
fact is that our export trade now shows 
certain characteristics which were not con- 
spicuously in evidence before the war and 
are clearly indicative of a future that will 
be sharply contrasted to its immediate past. 


I. Recent Changes in Expert Trade 


It would be possible to survey the many 
ramifications of this subject from various 
angles. For example, there is the trend of 
our foreign-trade balance and the future 
reactions of our transformation from a 
debtor to a creditor nation. We might 
also speculate upon the rising percentages 
of our exports of manufactured or partly 
manufactured articles and the probable 
fluctuations of the major commodities of 
our export trade, especially the raw prod- 
ucts of agriculture. 

Then, too, there has recently been con- 
siderable comment upon the gradual shift 
of our export percentages from Europe 
to the markets of Asia and the nearby 
countries of the New World. During the 
three fiscal years immediately preceding 
the war Europe took an annual average of 
61.2% of our exports. ‘ihe peak of her 
relative importance as a market for Amer- 
ican goods was reached in 1914-15 with 
a record of 71.2%: of the total. There has 
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been a progressive decline in the relative 
importance of Europe as an export market 
since that time, her average annual propor- 
tion in the three-year period ending June 
20, 1922 having been 55.7%. Though 
the absolute values of our shipments across 
the Atlantic will undoubtedly continue for 
| vears in excess of the pre-war figures, the 
relative importance of other markets is 
steadily increasing. Our sales to Canada, 
Mexico, Cuba and other North American 
neighbors (the second ranking group) 
averaged 23.6% during the fiscal years 
| 1912-14, inclusive, fell to about 18% dur- 
ing the war, and since 1918 have returned 
to 23% and give evidence of a definite ad- 
vance in the future. South America is 
also improving, though not quite so rapid- 
ly—her post-war share has averaged about 
6.4% as against 5.4% before 1914, 
though the former figure was drawn down 
by an abnormal drop in the 1921-22 per- 
centage (5.1% as contrasted with 6.1% 
in 1919-20 and 8.0% in 1920-21). The 
most significant progress, however, may 
be looked for in our Trans-Pacific markets. 
Their share of our sales during the three 
s years just before the war averaged 4.9%, 
and since then they have gone forward to 
a post-war average for 1919-22 of 10%, 
reaching 11.7% in the fiscal year which 
has just closed. Our Asiatic markets are 
clearly the ones which are likely to grow 
in relative importance; the old “China 
trade’ of historic clipper ship days is once 
more coming into its own. 
= Another series of factors which bear 
upon the future of our trade from this 
geographic point of view are the altera- 
tions in the routes followed by our im- 
ports of many basic raw materials and the 
consequent changes in the types of credits 
established in this country by potential 
foreign buyers. Instead of importing 
these commodities through European mid- 
dlemen they are now coming direct to 
us from the producers, with the resulting 
changes both in the character of credits 
established in the United States and in the 
establishment of new routes for cargo 


shipping. For instance, before the war 
41% of our block tin imports came from 
producing areas in the Dutch East Indies 
and the Straits Settlements and 53% from 
the United Kingdom. Today, however, 
over 70% of our tin comes direct from 
the mines in Southeast Asia and only 23% 
from the United Kingdom. Before the 
war we were getting about 35% of our 
total crude rubber imports from the 
United Kingdom and the remaining 65% 
largely from the rubber-growing areas in 
the East Indies and Brazil. Since 1920 
the United Kingdom has been sending us 
only about 8% of our total crude rubber 
imports, while practically all of the re- 
maining 92% comes from the producing 
regions of the Far Eas: and South Amer- 
ica. A similar situation is found in the 
trades in wool, cacao, furs, goat skins, and 
many other raw products which we are 
now buying very largely from the pro- 
ducers. This has developed a direct rela- 
tionship between the United States and 
some of the most important potential 
markets overseas and has created con- 
tacts which are bound to have a consider- 
able part in the coming struggle in the 
competitive market areas of the Pacific 
and in Latin America. 

These interesting topics have, however, 
been exhaustively surveyed of late by com- 
petent experts and elaborate arrays of 
statistical data are readily available to 
justify this or that particular prophecy as 
to the future. 


IT. New Mental Attitude toward 
Export Trade 


There is another and less obvious factor 
which is less frequently noted, though it 
will have a direct and vital bearing upon 
the development of our trade abroad. 
This may best be described as a new men- 
tal attitude toward foreign trade among 
American merchants and manufacturers. 
They are now as a group arriving at a 
point long since reached by a handful of . 
early pioneers among them in appreciating 
the imperative need at this stage of our 





oeeeewme TTT UCU UREN TOA AT TP WNL AH rT ep ATA 





— 








26 





economic progress for greater precision in 
plans for overseas marketing. 

For nearly two decades American busi- 
ness men have been deluged with literature 
and convention oratory on this particular 
deficiency in our foreign-trade program— 
on the need for better packing, better credit 
policies, better export ‘paper work,” and 
so forth. But it was not until the trade 
world had gone through the hectic ex- 
periences of the past few years that unmis- 
takable evidence appeared to indicate the 
hoped-for change in commercial psychol- 
ogy. It is now, as never before, very 
generally realized throughout the com- 
mercial community of the country that 
foreign trade is a matter for calm, scien- 
tific calculation rather than for haphazard, 
opportunistic gambling, that exporting is 
not to be undertaken simply as a romantic 
adventure in the exuberance of prosperity 
or as an outlet for unsalable surpluses in 
periods of domestic depression. 

The value of technique in foreign trade 
is being sensed fer the first time beyond 
the restricted circles of those specialists 
who have long given it their exclusive at- 
tention. Government trade agents all over 
the world are reporting that “American 
packing is rarely below par and usually 
shows the results of scientific methods de- 
veloped during the ship shortage of the 
war,” that “the linguistic equipment of 
our salesmen has noticeably improved,” 
and that “price quotations, credit terms 
and shipping arrangements are evidently 
being handled more expertly and are caus- 
ing much less complaint than previously.” 

This growing scientific or “professional” 
conception of our export trade will be more 
and more emphasized as that trade accen- 
tuates its present tendency away from the 
self-selling staples (e.g. cotton, copper 
and other raw materials required for our 
expanding manufactures) and turns to- 
ward those articles of international com- 
merce which require much more carefully 
planned merchandising, involving such 
details as patents, trade-marks, service 
stations, elaborate advertising, and so 
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forth. The steadily increasing relatiy, 
importance of our overseas trade in many. 
factured specialties, such as machinery, 
textiles, and similar lines which now com. 
prise a third of our exports—the larges 
of the five great groups of commodities 
represented in our trade statistics—clearly 
means an intensification of this scientifc 
approach toward export activity. This 
conception was, of course, in evidence jn 
American exporting before the war, byt 
it was almost entirely confined to a fey 
large manufacturing concerns and com. 
mission houses. The significant fact today 
is its widespread appreciation even among 
thousands of small manufacturers, who q 
decade ago would have looked upon «. 
porting as something utterly beyond their 
reach. 

One indication of it is found in the 
extraordinary increase in the number of re. 
quests for specific facts on foreign eco. | 
nomic conditions, commercial laws, tarifis, 
and so forth, which are now being ad. 
dressed to the Department of Commerce. 
These queries have increased more than 
fourfold since the war, approximating at 
present about 3,000 a day. The American 
manufacturer with export aspirations now 
wants to know where he and his business 
are going. He is not to be misled by the 
glamour of Latin American El Dorados or 
the hazy mirages of far Cathay. 

In other words, export is taking its 
proper place in the economy of the country 
as a well-designed stabilizer of business— 
as an essential part, small in some concerns 
and very large in others, of the commer 
cial machine. It is not, and probably wil 
never be, as imposing a factor in ou 
economic life as it is in England. It dots 
not require today more than about 15%, 
or at most 20%, of our total production 
But there is a rapidly growing convictis! 
that this moderate percentage is not by a1 
means to be ignored. In fact, to a very 
large group of far-sighted manufacturer 
this margin means precisely the different 
between profit and loss; it insures 
maintenance of the full-time operation 
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plants with consequent stability of wages, 
prices, transportation costs, and so forth. 
Export is, therefore, and will be more 
and more, a factor in modifying those 
dangerous dips in the curve of our indus- 
trial activity. To change the figure, it is 
being appreciated not as a panacea, but 
rather as a mild, sustaining stimulant to 
the industrial organism. The spread of 
this conception of foreign trade is one of 
the most reassuring aspects of the present 
commercial position of the United States. 

The fear is sometimes entertained that 
our foreign-trade expansion along this 
line of improved technique might en- 
counter discouraging obstacles in the shape 
of the superior experience and scientific 
equipment of many long-established, com- 
peting European export firms. As a 
matter of fact, the events of recent ycars 
have drastically modified many advantages 
which might in the past have been enjoyed 
by such competitors. The economic up- 
heaval since 1914 has so profoundly 
altered the commercial situation, especial- 
ly in the more competitive markets, that 
all exporters of whatever nationality are 
being compelled to make entirely new ap- 
praisals of their prospects. 

This means the modification or even the 
elimination of a serious handicap against 
the thousands of American merchants to 
whom overseas trade is an innovation. 
Their European opponents, whose mer- 
chandising organizations in the trade 
centers of Latin America and the Orient 
have their roots in the dead past of that 
“other world” before 1914, must, like 
their recently arrived American com- 
petitors, build new trade structures from 
the foundations. All must adjust them- 
selves alike to such basic factors as new 
tariffs, changed government commercial 
policies, radically altered shipping and 
fnancial problems, new demands on ac- 
count of war-born industries, and the 
heavy loss of experienced personnel dur- 
| Ing the war. For once, the merchant who 
lacks a profound accumulation of trade 
| wisdom based upon bygone practises and 


the experience of generations of his for- 
bears, will not be invariably under a dis- 
advantage. The complete wiping out of 
pre-war stocks and the stimulation of many 
new native industries, the consequent com- 
pilation of more than forty new pro- 
tective tariffs around the world, the 
bankruptcy of thousands of old-time 
foreign agents and distributors, the estab- 
lishment of new shipping lines—these and 
a score of other considerations have nulli- 
fied many of the once valuable assets ac- 
cumulated by widely known European 
traders. The American merchant, whose 
export plans are laid out with forethought 
and carefully studied accuracy, should be 
able to take care of himself. 

From a psychological point of view, 
then, the status of American export trade 
in the estimation of the business com- 
munity as a whole will improve, not simply 
because of its growing volume, but rather 
because of its improving solidity and sta- 
bility. Almost all the phases of its tech- 
nique are variable factors changing con- 
stantly in weight and relative importance. 
Those very considerable items in our ex- 
ports which are made up of cereals, cotton, 
and other essential raw materials are 
hought by foreign customers with a mini- 
mum of effort in salesmanship on our part. 
But as our surplus manufactures increase, 
our export trade must be guided by the 
most effective kind of commercial intelli- 
gence. Ata time when almost every coun- 
try is changing drastically its tariff sched- 
ules and commercial laws, when there is 
confusion in exchange all over the world, 
when international competition resorts con- 
tinuously to methods that before the war 
were neglected or unknown, there is more 
than ever before the necessity for a scien- 
tific approach to exporting. “Each com- 
modity these days,”’ as Secretary Hoover 
has indicated, “is indeed a problem in it- 
self. Laws, customs, means and costs of 
transportation, and demand and supply 
vary with each commodity in each country 
of the world. ‘The possible combination 
and permutation of the problem as a 
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whole, with its vast varying form from 
collection and credit in the Orient to pil- 
ferage and exchange ‘n Russia, clearly re- 
flect the imperative necessity for the largest 
possible cooperation by the Government 
and the business public.”’ 


III. Requirements for Future Develop- 
ment of Export Trade. 


As incidental to the encouragement of 
this new attitude toward exporting, there 
are patent efforts desirable in the present 
situation. One of them has to do with 
the spreading day by day of the largest 
possible range of commercial information 
about general conditions abroad. Others 
have to do with the thorough investiga- 
tion of questions of packing, grading and 
inspection of goods previous to shipment, 
of credit and insurance facilities, of the 
economics of marine transportation, and 
the selection of foreign agents. 

The last-named problem might well 
serve as an illustration of the complexity 
of new commercial factors following in 
the wake of the war and of the consequent 
necessity for scrupulous care in planning 
and the keenest searching examination of 
all pertinent phases of a given export pro- 
gram. Well-authenticated confidential ad- 
vices received by the Department of Com- 
merce indicate that a carefully disguised, 
extensive campaign is in effect in various 
parts of the world looking to the control 
of the merchandising of certain important 
American products by agents whose alle- 
giance and interests are frankly foreign 
and opposed to any considerable expansion 
of American trade. There is clearly a 
need for abandoning the old pre-war prac- 
tise of leaving the task of distributing 
American goods abroad largely to foreign- 
ers. The identity and control of American 
business abroad must be unmistakable and 
will require the expansion of the already 
well-developed network of overseas 
American agencies whose loyalty to Amer- 
ican interests and appreciation of the spirit 
and genius of American industry is be- 
yond question. 
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Until American commercial colonies— 
larger groups of well integrated mer. 
chant interests, warehousing facilities, 
trading organizations, and so forth, are 
more widely scattered throughout the 
ports of the world, there can be no syb. 
stantial, soundly economic development of 
an American merchant marine. The 
sinews of England’s shipping strength are 
made up, not of the picturesque, easily 
identified, expensive liner traffic, but of 
the roving, unobtrusive tramps whose 
dingy hulls may for years remain away 
from the waters of their home ports. They 
are kept busy with traffic provided through 
British commercial colonies scattered 
along every seaboard on earth. American 
foreign trade and the American merchant 
marine will thrive only with the stimulus 
that can be given by such thoroughly loyal 
sources of business and of traffic perma. 
nently established in the markets of the 
world. 

More than ever is there imperative need 
of better American coutrol of our goods 
in transit, especially through the use of 
our own banks and insurance institutions. 
The expansion of foreign-trade possibili- 
ties in the pre-war period had roused the 
interest of an increasing number of Amer- 
ican merchants in the opportunities for 
foreign markets. Being American they 
wanted “action” — immediate results. 
They turned, therefore, to the first avail- 
able facilities to aid them in the various 
processes of export. There developed, 
therefore, in many trade centers in this 
country a nondescript, cosmopolitan 
variety of foreign agencies, export pro- 
moting firms, and the like, many of which 
were fly-by-night concerns with little or 
no credit standing, but large enterprise, 
bold assurance, and impressive office sta 
tionery. The commercial cataclysm of the 
past year wiped out most of the flimsy, 
fantastic efforts of this motley crew and 
has left the ground clear for the construc: 
tion of a more substantial, bona fide Amer- 
ican trade edifice. 
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From 40% to 50% of our exports are 
made up of commodities in the high- 
ly competitive field of manufactured or 
partly manufactured goods; and this per- 
centage is increasing steadily. No nation 
can be successful in such an export trade 
unless it concentrates under its own nation- 
al auspices all the auxiliaries of foreign 
commerce. As long es it pays tribute to 
foreign banks by a lack of well-equipped 
branches abroad of its own banks (not 
hastily though pompously installed under 
untrained managership with foreign staffs 
and without a thorough study of local 
needs) ; as long as it leaves the insurance 
of its exports in the hands of foreign com- 
panies by restrictive legislation which falls 
upon the head of its own national com- 
panies and agencies, it will not have 
mastered the fundamental problems con- 
fronting it. 

Among the other auxiliaries of foreign 
trade of increasing interest. to American 
merchants is the improvement of credit 
The letter of credit, or 
banker’s exchange, has its legitimate place 
in foreign business, for under the present 
circumstances business cannot be largely 
increased by the exaction of cash terms. 
Irresponsible buyers, whether at home or 
abroad, will always have to pay cash, but 
the real business is done with responsible 
buyers, for which reason the cash fence 
between the approved foreign merchant 


now 


; and the exporter must give way to a con- 


necting bridge that should be equal to the 
strain. It is, therefore, of prime im- 
portance that a foreign trade acceptance 
satisfactory to buyer, seller, and banker 
should be devised. Mr. Robert H. Tre- 
man, formerly Deputy Governor of the 
Federal Reserve Bank of New York, de- 
clares that the United States is the only 
country in the world where sellers of goods 
finance buyers by borrowing money them- 
selves to extend indefinite credit to their 
customers. The trade acceptance is scien- 
tific and will tend to make the untrained 
tradesman less of a menace to his com- 
petitor who does business on sound 
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methods. Commercial loans have been 
shown by the banking experience of many 
years as the safest of all temporary invest- 
ments. The ‘“two-name’’ commercial 
credit, in other words, the trade accep- 
tance, is one of the most liquid and satis- 
factory forms of such paper, and much of 
America’s future progress in foreign trade 
depends upon the speed with which our 
merchants become accustomed to it. 

To devise a foreign trade acceptance as 
suggested would be to eliminate much of 
the risk attending the old custom of drafts 
with documents attached. Confidence 
must be established between the buyer and 
the seller. If we do not give credit, we 
are hopelessly at the mercy of our com- 
petitors. The activity and success of our 
mercantile agencies, credit men’s associa- 
tions and newly established credit insurance 
organizations are promising indications of 
improved prospects in this field. Unless 
this problem of intelligent—not necessa- 
rily liberal—credit is solved we shall not 
be even followers in foreign trade, but just 
sit still and sell only that which our cus- 
tomers cannot get elsewhere. Thus one of 
the great incentives to our foreign trade 
will come with the encouragement of 
efficient commercial banking, credit report- 
ing and insuring by American personnel 
trained in foreign business and competent 
to blaze the way of leadership instead of 
being content with half-hearted imitation 
or haphazard dependence upon convenient 
short-cuts under non-American—frequent- 
ly anti-Aumerican—control. 

The future of American overseas com- 
merce is linked inseparably with the ex- 
pansion of our productive capacity. Su- 
premacy in foreign trade, as in domestic 
trade, rests ultimately upon the basis of a 
superior industrial organization. Back of 
all our efforts in markets abroad there 
must be, first of all, the ability to produce 
more goods of salable quality than our 
rivals. The export trade of this country 
may face the future with an abiding faith 
because our industrial leadership has long 
been established in a number of important 
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commodities of international commerce, 
even though that leadership has not been 
generally appreciated. In such basic com- 
modities as coal, pig iron, steel, leather, 
boots and shoes, and electrical machinery, 
our annual output before the war was con- 
siderably in excess of the combined pro- 
duction of our two great rivals, the United 
Kingdom and Germany. Even in cotton 
manufactures we were rapidly threatening 
the leadership of England in total pro- 
duction when the war broke out. 
England’s mastery in foreign trade 
arose primarily from her superior produc- 
tive capacity which grew out of her 
pioneering experiments with the factory 
system; and the latter was given its great- 
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destructive and socially wasteful. The 


est impetus by the imperative demands of 
the last world war previous to the re. 
cent one. The chimneys of Manchester 
were indeed the guns that won the battle 
of Waterloo—and subsequently conquered 
the markets of the globe. The enormoys 
expansion of our total productivity in qi! 
lines of industry since 1914 has emphatical. 
ly “accentuated the base superiority of" 
America’s industrial capacity. As the need 
arises for the overseas disposition of con. 
sequent surpluses in one line or type of 
product after another, we shall see re. 
newed evidences of that adaptable ingenv. 
ity and energy which have for generations 
been the inspiration of American economic 
effort. 
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CREDITORS’ COMMITTEE RECEIVERSHIPS 


By ARTHUR STONE DEWING 


assumed importance in the treat- 

ment of business difficulties. In 
fact, one of the important, if not the most 
important differences between the proce- 
dure in connection with business failures 
that distinguishes the cyclic reaction of 
1920 as compared with all previous panics 
and depressions, was the extended use of 
creditors’ committees rather than court 
receivers. This extended use may merely 
represent the swing of the pendulum away 
from the formal and somewhat destructive 
procedure under petitions in bankruptcy 
or bills in equity, or it may presage an en- 
tirely new era in the treatment of embar- 
rassed businesses. 

The term “Creditors’ Committee”’ is a 
generic one. It is used to apply to the 
management of bankrupt or financially 
embarrassed businesses by creditors, a 
committee of creditors, or an individual 
given creative powers and whose position 
and functions are quite accurately described 
by the term “Business Doctor.” Such a 
committee is always chosen by the impor- 
tant creditors—who are generally bankers 
—with the tacit consent of the owners or 
managers of the embarrassed business. 


The Problem of the Financially 
Embarrassed Business 


(| samed inpe of creditors have 


The problem of dealing with the tempo- 
rarily embarrassed business has great 
social and economic importance. It is a 
problem of economic conservation incident 
to mitigating the intensity of booms and 
panics, to leveling business activity and 
tempering its fits and starts. That some 
kind of widely acknowledged and easily 
applied method of dealing with embar- 
rassed businesses must be available to the 


community during times of storm and 
stress is too obvious to need comment. 
The widespread recognition of the impor- 
tance of the so-called business cycle has 
emphasized the susceptibility of business 
enterprises to the fluctuations of general 
economic conditions. We know that a 
business may be in temporary difficulties 
through lack of executive foresight while 
it is at the same time fundamentally profi- 
table and sound. Such embarrassments 
arise by reason of the failure of executives 
to think as economists, to interpret correct- 
ly cyclic changes in the operation of the 
race-old law of supply and demand. But 
unfortunately — unfortunately perhaps 
more for society than for themselves— 
otherwise able executives are not econo- 
mists. They suffer from a kind of myopia 
resulting from a concentration of vision 
upon their individual business problems. 
Unobserved by them and unprepared—in ' 
their fools’ paradise of seeming prosperity 
—cyclic changes of the general economic 
background visit upon them sudden embar- 
rassment. 

The hard and fast line of separation 
between a clearly successful and a failed 
business, admitting no twilight zone, or 
shades of grey, does not exist, if it ever 
did exist except in the archaic vocabulary 
of business law. And to force all busi- 
nesses, whether public or private in char- 
acter, through the bankruptcy court be- 
cause they cannot find the means at some 
crucial time to pay their obligations, in- 
volves economic waste—omitting the in- 
dividual injustice—which our present so- 
cial order cannot tolerate. Accordingly, 
the court receivership and the creditors’ 
committee receivership have developed as 
methods of meeting a situation where the 
traditional legal processes are ordinarily 
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destructive and socially wasteful. The 
business community with the help but not 
the promptings of the law developed in 
the latter part of the 19th Century the 
court receivership as the constructive 
method of handling individual business 
crises. And the increasing coherence and 
interdependence of all businesses large and 
small has accentuated the importance of 
the-court receivership. In its own termi- 
nology it is “an extraordinary legal proc- 
ess” for conserving social resources. All 
this is obvious; but a further question has 
developed whether or not buiness execu- 
tives solve their own problem without even 
the form of such legal assistance. For it 
is a matter of considerable social impor- 
tance to decide whether an embarrassed 
business can be managed better by a court 
or by a committee of creditors. 

The surrender of an embarrassed busi- 
ness to a committee or individuals chosen 
by the creditors and possessing full execu- 
tive power voluntarily extended to it by the 
old proprietors of the business stands in 
sharp contrast to the ordinary court receiv- 
ership. Neither the creditors’ committee, 
nor the responsible executive acting under 
it, possesses the legal power necessarily 
held by the court receiver. On the other 
hand, the creditors’ committee and its exec- 
utive possess, far more than the court 
receiver, a freedom of action, a qu “kness 
of response and a ready adaptability to the 
kaleidoscopic changes of an embarrassed 
business. Such mobility and quick re- 
sourcefulness cannot practically nor even 
conceivably be given to a receiver appoint- 
ed under our present equity practise. The 
court receiver is, no doubt, fortified by 
the ultimate sanctions of the law, but he 
suffers by reason of the law’s slowness of 
reponse and by his knowledge of legal 
precedent rather than business expedi- 
ency. The creditors’ committee receiver, 
on the other hand, has no power but that 
voluntarily given him, but he kas the 
nimbleness of a free agent. The purpose 
of this present study is to consider, histori- 
cally and critically, the creditors’ commit- 
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tee method for the solution of business 
difficulties.? 


The Development of the Creditors 
Committee Method 


Relatively new as is the creditors’ com. 
mittee receivership in its present wide. 
spread use, the device of turning a business 
over to a committee of creditors, at , 
critical juncture in its history, has been 
tried many times in the past. These early 
instances were confined to small businesses 
and the bankers were but little concerned 
in the creditors’ management or in the out. 
come. They took the attitude that if some. 
one other than the proprietor could work 
out a solution to the difficulties, they would 
ultimately get their loans paid. If not, 
they could at least put the business through 
the bankruptcy court, in which case they 
would be no worse off, probably, than if 
there had been no friendly efforts to pre. 
vent acknowledged failure. In the case 
of the threatened failure of a large busi- 
ness, certain creditors would endeavor to 
effect a compromise with others; and in 
many cases, even after the appointment of 





7. 

1 Part of the material of this study and the facts 
from which the generalizations are derived are drawn 
from the writer’s own observation and personal ex- 
perience; part is derived from the replies to a set of 
questions submitted to the presidents of 50 of the larger 
banking institutions in the different commercial centers 
of the ccuntry. In order to elicit specific replies, the 
following rather concise questions were submitted in 
the form of a questionnaire: 

1. “With reference to the business failures and em- 
barrassments that came under your observation, what 
proportion were taken care of by committees of cred- 
itors rather than court-appointed receivers? 

2. Did you serve personally on any of these com- 
mittees, and if you did, what was your observation of 
the way they worked? 

3. Did the committee ordinarily handle the business 
itself, or appoint a “Business Doctor” to act for them? 

4. Do you think these creditors’ committee receiver- 
ships have been on the whole an improvement over the 
court-appointed receivers? 

5. What in your observation was the greatest ad- 
vantage of these creditors’ committee receiverships? 
What their greatest disadvantages?” 

The replies will be referred to in the course of the 
discussion as questionnaire replies. It was a matter of 
great surprise that so large a proportion of illuminat- 
ing replies were received and that the results they 
indicate were as uniform as they seem to be. 
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court receiverships, committees of credi- 
tors would seek to effect a general compro- 
mise without subjecting the property to a 
foreclosure sale under a decree of the 
court. And this applied to large as well 
as small enterprises. In the period from 
1883 to 1887, court receivers were ap- 
pointed for numerous small railroads— 
and were later discharged without subject- 
ing the property to a foreclosure sale. In 
the decade from 1$89 to 1899 there were 
no less than 20 railroad systems—includ- 
ing the Baltimore and Ohio and the 
Missouri, Kansas and Texas—-which were 
reorganized without foreclosure. These 
roads aggregated between four and five 
thousand miles of line, and represented 
over $300,000,000 in securities. 
Notwithstanding a growing tendency on 
the part of the creditors of an embarrassed 
business to work in harmony with the pur- 
pose of carrying on the business as a kind 
of trust estate rather than liquidating it 
through the bankruptcy court, it was not 
until the period following the panic of 
1907, and particularly since the Great 


War that creditors’ committees have come 


into prominence. Certain sections of the 
country, particularly New York, had de- 
veloped the creditors’ committee method 
of solving business difficulties more than 
elsewhere. In the south and southwest 
the method had been seldom used; and 
even in New York it was not tried unless 
the conditions appeared to be markedly 
favorable for its success. 

During the period of business readjust- 
ment following the Great War the credi- 
tors’ committee method of dealing with 
embarrassed businesses of considerable 
size became well nigh universal in all parts 
of the country. My attention has been 
drawn to the case of a western bank which 
had representatives on 88 committees at 
one time. So general, indeed, did this 
course become that such phrases as “in the 
hands of the banks” or “in the hands of 
the creditors” almost entirely superceded 
in the vernacular of the street the old 
phrase “in the hands of a receiver.” Un- 
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doubtedly still the court receiver was used 
in certain sections of the country, even for 
large failures, when the advantages of the 
creditors’ committee were not understood; 
but taking even these exceptions into ac- 
count, it is no exaggeration to say that 
three-quarters of the business embarrass- 
ments since the Armistice, involving more 
than a hundred thousand dollars of liabil- 
ity, were handled by committees of credi- 
tors rather than by court-appointed re- 
ceivers.? 

There are two circumstances that to- 
gether very largely explain the prevalence 
of creditors’ committees during this last 
crisis. These had to do with the manner 
in which the reversion of prosperity af- 
fected individual businesses and with the 
influence of the federal banking system. 
Business difficulties were largely concerned 
with a sudden stoppage of sales accom- 
panied by a fall in inventory values. The 
Federal Reserve System gave the banker- 
creditors a feeling of confidence in their 
own powers of resistance which enabled 
them to continue and sometimes increase 
loans to embarrassed businesses. 

The elementary and fundamental causes 
of business reactions are probably the same 
whether we consider the nineteenth or the 
twentieth or any other century. But there 
are certain external and conspicuous signs 
of general family resemblance which mark 
most of the embarrassments occurring at 
any one crisis. It was the presence of ex- 
cessive inventories and contracts to 
purchase raw materials, all based on in- 
flated war prices, which characterized a 
very large percentage of the embarrass- 
ments. Tanneries were overstocked with 
costly hides, at a time when leather could 





2In answer to question x of the questionnaire (see 
footnote 1) all replies except two, stated that creditors’ 
committees had been used in most cases for embarrass- 
ments of large businesses. Of these two, one, from a 
Pacific Coast city, stated that they were used but 
little and the other estimated “about 40%.” The re- 
maining replies varied from “more than 50%” to 
“to0% of the large failures.” Twelve banks stated 
their estimate in terms of percentages, 1—40%; 1— 
70% ; 1—80%; 1—90%; 1—95%; 2—100%; average 
81%. 
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be sold only at prices below the cost of 
production, paper mills had great wood 
piles while the price of the finished product 
was falling precipitously, merchants had 
their shelves loaded with costly inventories 
when the public would buy, if at all, only 
at pre-war prices. Meanwhile the running 
expenses of the business continued. And 
meanwhile loans at banks and acceptances 
in the hands of mercantile creditors fell 
due. It was as if a stroke of paralysis 
had suddenly gripped the natural currents 
of business enterprise. 

The condition of the banks was a factor 
of great importance. The reversal of 
business of the autumn and winter of 1920 
was the first so-called panic since the estab- 
lishment of the Federal Reserve System. 
And although the policy of the Federal 
Reserve Board, dominated presumably by 
petty political motives and sectional pre)- 
udices, was very largely responsible for 
the inflation period to which the costly in- 
ventories owed their origin, the machinery 
of the system itself provided the means to 
enable banks to extend help to overex- 
tended businesses. Heretofore, in the 
presence of a sudden reversion, institu- 
tional banks must needs look first to the 
maintenance of their own credit, even 
though deserving customers were thrown 
overboard. By means of rediscounts the 
credit cover could be made to expand sud- 
denly to protect customers; and this placed 
at the disposal of banks a means of al- 
leviating the distress, provided the funda- 
mental and abiding principles of sound 
banking permitted. The banks had the 
power at their disposal; it was merely a 
question of economic expediency and bank- 
ing wisdom. And the creditors’ commit- 
tee, formed for the purpose of carrying 
and eventually liquidating the costly in- 
ventories, was the bankers’ well nigh uni- 
versal response. Had they not made this 
response, business mortality in the autumn 
and winter of 1920 would have been 
simply stupendous. But one cannot say 
that the Federal Reserve System was en- 
titled to the credit for the services ren- 
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dered to the community by the creditors’ 
committee during the crisis, for had not 
the system contained the easy means for 
inflation and overexpansion, there would 
have been vastly fewer business embarrass. 
ments due to inflated inventories and far 
less necessity for creditors’ committees o; 
any other palliatives. The bacilli in the 
system generated the toxins for their own 
cure. But a healthy organism would pre- 
fer not to have the disease, even though 
the disease, self-limiting as it were, created 
the means for combating its ravages. 


goods 
marke 
time t 
mater! 
ing ta 
tonish' 
adjust 
banks, 
year | 
else V 
no lon 
quick 
the bz 
of a: 
ductio 
in res 
put in 
priva' 
able 1 
more 
banke 
liquid 
woul 
if the 
raw | 


the f 


The Formation and Operation of 
Creditors’ Committees 


The formation and operation of the 
typical creditors’ committee may be very ' 
briefly summarized. A business enterprise 
engaged in the conversion of a raw or 
semi-fabricated material into a finished 
product*® found itself suddenly confronted 
with a recession of new orders. Quite often 
this sudden stoppage of new business was 
accompanied by cancelation of orders and 
the bold repudiation of contracts. Sud- ae 
denly, too, the prices at which the finished a 


3 Creditors’ committees were by no means confined Su 
to manufactures nor did all manufactures seem to tress 
suffer alike. Businesses engaged in the manufacture f 
of a luxury or building matsrial requiring the purchase —_ 
of large stocks of raw material and requiring a con- be lis 
siderable period for the conversion were in the most ruptc 
serious plight—automobile tires and fabricated lumber id 
for illustration. On the other hand such industries as on 
meat packing were able quickly to shorten sail and coulk 
adjust themselves to the relatively small curtailment paid. 
of consumption. No water, electric, oz gas company of 
importance passed into the hands of a creditors’ com- — 
mittee in the autumn and winter of r920—their time meet 
of storm and stress was during the preceding period of cont! 
rising prices. And creditors’ committees were then ex- coulk 
tensively used. One must remember also a general de- 
pression creates a crisis in innumerable mismanaged Banl 
businesses, which had maintained themselves during fully 
the period of inflation and rising prices. They sink, vanc 
or should ordinarily sink, in the first squall. But dur- 
ing the period in question they were kept alive by then 
creditors’ committees, the members of which were 0- cons 
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able to distinguish at first between businesses funds- 
mentally sound and those which should be closed. 
Creditors’ committees were often used to manage the 
affairs of embarrassed individuals as well as partner 
ships or corporations. For example, it was used © 
protect a man who speculated at the same time on the 
stock market and in real estate. 
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materials in the warehouses and those be- 
ing taken under old cor‘racts showed as- 
tonishing losses on mere inventory 


adjustments. In the statements to the 
banks, large surpluses of the preceding 
year were either entirely extinguished or 
else very much reduced. Businesses could 
no longer show the requisite ratio between 
quick assets and outstanding loans, so that 
the banks, naturally timid in the presence 
of a sudden crisis, demanded either a re- 
duction of borrowings or else an increase 
in resources. Sometimes the proprietors 
put in themselves more money from their 
private funds, sometimes the business was 
able to sell or mortgage fixed assets, but 
more often nothing could be done. If the 
bankers forced the distressed business to 
liquidate its salable assets, the proceeds 
would not pay the loans; on the other hand 
if the business could be continued and the 
raw materials gradually realized upon in 
the form of the finished product there was 
hope that the loans could be met ulti- 
mately. ; 

Such was the condition in which the dis- 
tressed business and its creditors suddenly 
found themselves. The enterprise could 
be liquidated from within or by the bank- 
ruptey court, but the loans could not be 
paid; on the other hand the enterprise 
could be continued and the loans might be 
paid. But to continue the enterprise new 
money must be subscribed by someone to 
meet the payroll, fixed changes, and the 
continuing overhead. This the banks 
could do, by reason of the Federal Reserve 
Banking System, provided they should be 
fully protected in the new money ad- 
vanced; and this could be done only if the 
then existing creditors, with one accord, 
consented to subordinate the existing debts 
to those represented by the advances in 
money. This, of course, involved their 
extension. But, again, they would agree 
to this subordination only if they con- 
trolled the business, particularly the finan- 
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cial policy. While the larger bank credi- 
tors were usually looked upon to supply 
the new money, the practise was followed, 
in many cases, of asseczing all the creditors 
in proportion to their claims. Ultimately 
all the advances would fall back on the 
Federal Reserve System because the mer- 
cantile creditors would obtain their share 
of the new money from the banks which 
would, in their turn, rediscount the paper, 
and even when the new money was ob- 
tained by proportionate assessments the 
banks practically always had to assume one 
or more of the assessments which a mer- 
cantile creditor, himself embarrassed, 
could not meet. The creditors’ committees 
came into existence, therefore, to make 
articulate this control. 

The formation of a creditors’ committee 
for the management of an embarrassed 
business involves therefore three condi- 
tions. The existing creditors subordinate 
and extend their claims, banks advance 
suficient new money—entitled thereafter 
to a prior lien—to continue the business 
and the management passes to the control 
of a, committee chosen from among the 
creditors. From the legal standpoint these 
three conditions may be embraced in a 
single tri-partite agreement as between the 
stockholders or proprietors of the business, 
the general creditors who extend and 
subordinate their claims, and finally the 
bankers or the managers of a banking 
syndicate who propose to advance the new 
money. Or there may be a series of 
agreements entered into as one condition 
after another has to be met. At all events 
the original agreement provides that as 
soon as all the debts have been paid, or 
adequately provided for, the business shall 
be returned to the proprietors.* 





4In order to make this record complete I am inserting 
a simple form of creditors’ agreement which was used 
to secure the control and extension of debts in the case 
of an embarrassed electric light company. The names 
have been changed, otherwise the document is the same 
as used. 

The Essex Electric Trustees of Ohio represented 
the holding company for the four electric companies. 
In order to secure administrative control of the entire 
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The membership and personnel of the 
committee varies greatly. Five is the most 
frequent number, although cc nmittees 
of as few as three and of as many as seven 
and nine members are met with. Unques- 
tionably the smaller the membership the 
more efficient the work of the committee 
proves to be,° but it was often necessary 





5In the answers to question 5 of the questionnaire 
(in footnote 1) the most frequent objection to the 
creditors’ committee was the clumsiness of dealing with 
intricate business problems through a large committee 
of otherwise busy men. This difficulty is undoubtedly 
real and represents perhaps the most serious objection 
to the use of creditors’ committees. 





Footnote 4 continued from page 35: 


organization, a majority of the stockholders of the 
Essex Electric Trustees created a voting trust of 
which three of the creditors—Messrs. Field, Wald, and 
Shedd were the appointed voting trustees. This docu- 
ment was the ordinary voting trustees’ agreement and 
need not be reproduced. 

In addition to the five large creditors who signed at 
the end of the agreement, three other smaller creditors 
with debts aggregating less than $5,000 signed at a 
later time. Money was provided by assessment on 
all the parties signatory to the agreement which was 
used to pay off, at approximately 40 cents on the dol- 
lar, all the smaller creditors whose claims were less 
than $1,000 and one claim of $2,500 was compromised 
in the same manner. In addition to the amount requi- 
site to compromise these smaller claims, money was 
advanced by assessment to operate the companies. 
Altogether $47,000 was so raised. In return for the 
assessment the first mortgage prior lien 7% bonds 
were given at par. These bonds, obviously, were a 
first lien on the entire property and came prior to all 
the claims. 

It should be noted that this particular agreement 
ran for a longer period than was usually the case with 
embarrassed manufacturing or mercantile businesses. 
It being a public utility, it was felt that a longer 
time would be required to either put the company on 
its feet or else to sell it. 

THE UNDERSIGNED CREDITORS of the com- 
panies named below in ArTICLE 1 hereof (hereinafter 
referred to as the Companies) in consideration of 
$1.00 and other valuablé considerations to each in 
hand paid, receipt whereof is hereby acknowledged, 
do hereby SELL, ASSIGN, TRANSFER, SET-OVER 
and CONVEY to Fred Field, Albert Wald, George 
S. White, Byron D. Black and Warren Shedd and the 
survivors and survivor of them (hereinafter referred 
to as the Trustees), all their several claims against 
the Companies (the amounts and nature of which are 
or may be set after their respective signatures) im trust, 
nevertheless, for the purposes and ‘upon the terms as 
follows: 

ArTICLE 1. The names of said Companies are as 
stated below in this ARTICLE 1 and they are or may 
be designated in the column headed “Debtor Com- 
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to include all the large creditors in orde; 
to enlist their support and cooperation, |, 
the case of large creditors’ committees jt 
was customary to select a small executiye 
committee which met frequently and car. 
ried the detailed responsibility of the busi. 
ness. Again this executive committe: 
often managed the business through its 
chairman. Various methods were pursued 
by creditors’ committees in the manage. 
ment of the embarrassed business,  |y 
actual practise the representatives of the 
large banks, especially those which yb. 
scribed new money were the most influen. 
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panies” at the end of this assignment by the letter 
preceding such Company in this ARTICLE 1. 


A—Tremont Electric Light Company 
B—Paris Electric Light & Power Company 
C—Service Electric Light Company 
D—Lafayette Electric Company 
F—Essex Electric Trustees of Ohio 


ARTICLE 2. This assignment is made for the pur- 
pose of allowing time and opportunity to work out a 
reorganization, rehabilitation or readjustment of the 
Companies or any of them in such manner as to the 
Trustees, in the exercise of their best judgment, shall Footno 
seem best for all parties to the end that the claims ArT 
hereby assigned may be paid or discharged. 

To the end stated in the next preceding paragraph 
the Trustees are hereby granted full power to deal 
with the claims hereby assigned in their absolute dis- payin; 
cretion and as if they were absolute owners, including, the ay 
without limiting the generality of the foregoing, the Art 
right to take such action as they may see fit for with | 
enforcing such claims or to delay taking such action; Trust 
to compound, compromise, allow time for payment or tion 1 
extend the time for payment of such claims with or Trust 
without taking bonds, notes or other evidences of in- cessor 
debtedness or security for the same; to take stock, 
bonds, notes or other securities of the Companies or 
any of them in exchange for or in place of the claims 
hereby assigned, or any of them; to permit or cause 
or suffer the Companies or any of them to incur 
future indebtedness and other liabilities for operating 
expenses, additional capital requirements, and other 
purposes, which new liabilities may have priority over 
the claims hereby assigned; to pay, or permit or caust 
or suffer to be paid or secured in priority to the claims 
hereby assigned any other claims now existing against 
the Companies or any of them and in general to use 
the broadest discretion in dealing with the claims 
hereby assigned to the end that the Companies may be 
reorganized, rehabilitated or readjusted financially, 
provided, however, that no claim hereby assigned shall 
be dealt with as to give any claim hereby assigned 
priority over any other claim hereby assigned, but only 
so that all shall be upon a parity and shall be entitled 
to share pro rata in the proceeds of any payments 
made to the Trustees on account of any such claims 
and in any securities received by the Trustees. 
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tial members of the committee and usually 
dictated the policy. So frequent, indeed, 
were the sudden embarrassments confront- 
ing the customers of large metropolitan 
hanks that a few of these banks established 
a department, under the supervision of an 
officer, to which business troubles and so- 
called “frozen loans” were referred and 
which acted itself as a creditors’ committee 
or else represented the bank on all such 
committees. In a few cases, where large 
commercial banks found themselves con- 
fronted with many cases of distress this 
department suddenly became large and im- 
portant, with one of the highest vice- 
presidents in charge. He was assisted by 
a varied staff of lawyers, accountants, en- 
gineers, and so-called efficiency experts. 
Quite often when a bank having such a 
specially organized department was a 
large creditor, the other creditors merely 
withdrew and the bank’s “‘sick business” 
department acted as the creditors’ commit- 


Footnote 4 continued from page 36 

ArTIcLe 3. Any payments made to the Trustees or 
any of them on account of any of the claims hereby 
assigned shall be a full discharge thereof in accord- 
ance with the terms of such payment and the person 
paying shall not be under any obligations to see to 
the application of the money so paid. 

Article 4. The Trustees may act by a majority 
with or without any meeting of the Trustees and any 
Trustee may resign by delivering his written resigna- 
tion to the other Trustees or any of them, and the 
Trustees as at any time constituted may appoint a suc- 
cessor to fill a vacancy caused by resignation, death or 
other disability. 

ArTICLE 5. The Trustees may take advice of coun- 
sel in acting under this instrument and shall be abso- 
lutely protected in acting upon such advice, and the 
Trustees shall each be liable only for his own wilful 
malfeasance or default and not for that of any other 
Trustee or for any act or omission in good faith. 

Article 6. It is the intent of this instrument that 
it shall be interpreted liberally to the end that the 
Trustees may have the fullest and broadest powers, 
rights and discretion in dealing with the claims hereby 
assigned for the purpose of reorganizing, rehabilitat- 
ing or readjusting the Companies or any of them to 
the end that the claims hereby assigned may be paid 
or discharged. 

ArTicLe 7. This trust shall terminate on June 5, 
1924, and a majority of the Trustees may terminate 
it at any time prior thereto, and upon its termination 
the claims hereby assigned shall be reassigned to the 
assignors if the same are then in their present form, 
but if any thereof have been paid or exchanged for 
bonds, notes or other obligations, or otherwise changed 
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tee. Sometimes, again, the committee 
would delegate its powers to a single in- 
dividual who made it his business to 
rehabilitate: embarrassed business. Such 
persons have sometimes been alluded to as 
“Business Doctors.” Frequently they were 
the paid employees of large banks; or they 
worked under a general retainer fee from 
several banks. Either a member of the 
committee or the ‘Business Doctor’ be- 
came an integral part of the organization 
of the embarrassed business. This repre- 
sentative of the creditors, sometimes as 
treasurer, sometimes as comptroller, some- 
times merely as a kind of inner office ad- 
visor, passed on all matters covering the 
routine management of the business. He 
acted as trustee for the receipts of the 
business and arranged that all the credi- 
tors should be dealt with alike and in 
accordance with the provisions of the 
creditors’ agreement. After the continued 
observation of this representative the 





in form then the signers hereof shall be entitled to 
share in all the property then held hereunder pro rata 
and the Trustees may allot the same in their discre- 
tion and may determine in their absolute discretion the 
value of the same for the purposes of such allotment | 
and may sell all or any part for the purpose of allotting 
the proceeds in money and every such allotment may 
be made upon terms of such sum or sums as the 
Trustees shall think proper being paid or allowed for 
equality. 
In witness whereof the undersigned have hereunto 
set their hands and seals this sth day of June, 1919. 


Name of Creditor 
OHIO POWER COMPANY 
By Charles S. Warren, Pres. 
WASHINGTON TRUST COMPANY 
By Richard W. Patterson, Treas. 
BROWN-VARNEY COMPANY 
By William M. Lawrence, Treas. 
MANSFIELD TRUST COMPANY 
By Harold H. Roberts, Treas. 


CLINTON ENGINEERING COMPANY 
By John T. Weston, Pres. 


Letter Designating Amount of Nature of 
Debtor Company Debt Debt 


52,000 Power contract 

26,000 Loans (demand) 

35,000 Merchandise 

$45,000 Loans—time and de- 
mand 

17,000 Construction contract 
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creditors’ committees are able to deter- 
mine whether the business shows clear evi- 
dence of recuperation or should be 
liquidated.* If the former decision is fol- 
lowed the committee continues its adminis- 
tration until the debts are all paid or the 
business reorganized according to a plan 
proposed by its members. And if the 
business is reorganized and the creditors 
forced to take securities instead of money, 
the committee will supervise the reorgan- 
ization and dominate the board of direc- 
tors of the new company.’ 


Creditors’ Committees versus 
Court Receivers 


We are now to consider the relative 
advantages and disadvantages of credi- 
tors’ committee receiverships as compared 
with the more formal court receiverships. 
At the outset we should weigh carefully 
three distinct powers which the court and 
the receiver appointed by it may exercise 
that neither the creditors’ committee nor 
their representative can exercise. A court 





® The practise of employing a professional “Business 
Doctor” varied greatly. Banks and creditors’ commit- 
tees in Boston employed such persons quite frequentiy; 
this was true also in New York when the liabilities 
were large, the problems intricate and the number of 
creditors large. It is undoubtedly true, however, that 
the use of the so-called “Business Doctor” has been 
much exaggerated. A little over half of the banks re- 
porting under question three of the questionnaire stated 
that the professional “Business Doctor” was not used 
at all within their observation. The others reported 
that he was consulted on certain problems, or else was 
definitely employed in a few cases. Only one bank re- 
ported the regular employment of a “Business Doctor” 
by creditors’ committees under their observation. 
A few comments in regard to the so-called “Business 
Doctor” in answer to question three of the question- 
naire show the attitude of some banks. “ ‘Business 
Doctors,’ so-called, charge a very high fee and give a 
poor quality of service.” “The idea of ‘Business Doc- 
tors’ has of late been losing popularity due to the fact 
that the New York banks, under such circumstances 
apparently dominated the ‘Doctor’ and the recovery 
under such treatment has not always been beneficial 
to banks not located in the metropolitan area.” The 
suggestion, contained in this last statement, of lack of 
cooperation or unfairness, is somewhat unusual, as one 
of the most conspicuous results of the whole creditors’ 
committee receivership movement seems to have been 
the development of cooperation and mutual confidence 
among the banks. However, individual experiences 
may have given different evidence. 
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receiver may repudiate or set aside exist} 
contracts of the business which he cop, 
siders unprofitable; a court may set aside 
and exclude from participation in the final 
reorganization those creditors whos 
proof of their claim is inadequate an4 
finally, the taking over by a court of equity 
of the administration of a business pre. 
cludes further actions by all creditors 
those who were not parties to the motion 
under which the court assumed jurisdiction 
as well as those who were. Chiefly jn 
these three particulars, I take it, lies the 
peculiar and vital effectiveness of an equity 
receivership. Other differences of the na. 
ture of peculiar powers which the cour 
receivers possess, not possessed by the 
creditors’ committee, may be cited, but 
they are of less real importance, except in 
special cases. 

Many businesses become embarrassed 
hecause of unfavorable contracts. Many 
businesses have in the past gone into the 
hands of court receivers in order to permit 
the receiver to repudiate an unfavorable 
contract. Cowardly though such a pro- 
ceeding may appear, in the light of an 
enlightened code of business ethics, the 





7In the case of the Moline Plow Company of Ilii- 
nois, a reorganization of a large embarrassed indus- 
trial business, bankers of Chicago and New York 
dominated the creditors’ committee, prepared the plan 
of reorganization, carried it through and acted as truy- 
tees of the securities of the new company. The reor- 
ganization was eminently fair to all concerned anc 
very economical; the whole cost was less than 1% 
of the credit obligations. There was no underwriting 
by investment bankers and therefore no underwriting 
commissions. Over 97% of the stockholders volunts- 
rily assented, all the floating debt holders (except 1 
few of the smaller ones paid off), and practically all 
the serial note holders. Altogether it was a compli- 
cated situation carried through with great skill. 


8 A considerable proportion of the court receivers 4p- 
pointed during the autumn and winter of 1920—the 
period of storm and stress—were appointed, not oly 
because of the fall in the market price of inventories, 
but because of outstanding contracts to purchase large 
amounts of raw and semi-fabricated material. Fea'- 
ful of the impending rain, and often prompted by 
bankers who saw the inevitable outcome, they resorted 
to the court as a legal expedient for mitigating tt 
severity, if not wholly repudiating their destructivt 
contracts. 






















































managers often found themselves con- 
fronted by an unfortunate predicament. 
If the terms of the burdensome contract 
were lived up to, the fundamental assets 
of the business would be exhausted. The 
rightful claims of other creditors who had 
extended credit to the business on the 
hasis of its continued solvency were in 
jeopardy. Although technically the busi- 
ness was, at the time, solvent, the con- 
tinued execution of the burdensome 
contracts would result in its insolvency so 
far as the other creditors were concerned. 
Yet these other creditors were powerless 
to act on their behalf because their claims 
could not then be reduced to judgment. 
Under such circumstances the managers 
of the business, in good faith and 
prompted by laudable ethical motives, 
moved for the appointment of a receiver 
for the sole purpose of throwing the re- 
sponsibility for repudiating the burden- 
some contract upon the court. Such a 
procedure is on the whole just; there is 
nothing highly moral in living up to the 
terms of a burdensome contract, if, as a 
result, other creditors suffer. 

Granting that the immediate cause of 
the financial embarrassment is the burden 
of an unfavorable contract, it is difficult 
to see why a committee of creditors could 
not effect an equable settlement more easily 
than a court receiver. As a matter of 
course the holder of the unfavorable con- 
tract would be a member of the committee; 
and he would be conscious, throughout all 
the negotiations, that arrant obstinacy 
would be followed by the appointment of 
a court receiver. Business men are, by 
training and experience, conciliatory. 
Moreover, the holder of the burdensome 
contract would prefer to retain the good- 
will of the managers of the embarrassed 
business and the banking community rather 
than be the direct cause of forcing public 
disaster upon an otherwise solvent busi- 
ness. This is a matter of importance be- 
cause the direct and explicit relief from 
a burdensome contract constitutes the most 
positive power a court receiver possesses 
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not held by the creditors’ coinmittee. And 
if it appears that a creditors’ committee 
can deal with such a situation more effec- 
tively than the court receiver, then the: 
apparent necessity and usefulness of the 
ordinary court receiver is very much les- 
sened. 

The second clear advantage that a court 
receivership has over a creditors’ commit- 
tee is that a court of equity can review with 
great thoroughness the validity of credi- 
tors’ claims. Questionable claims, espe- 
cially, if based on bogus transactions, can 
be easily eliminated and excluded from 
participation in the proceeds of a subse- 
quent sale or reorganization of the busi- 
ness. Here, as in the case of a creditor 
holding a burdensome contract, the 
ultimate power of the law has a finality not 
possessed by a committee, however \hard 
the motive of expediency may be stressed. 

This finality, however, can be secured 
ordinarily by an appeal of the ordinary 
processes of the law, without requiring 
that the whole business shall submit itself 
to a receivership.® A creditors’ commit- 
tee, moreover, can adjust and ‘‘Compro- 
mise” doubtful or excessive claims; it can 
“trade off” a certain liability against an 
uncertain asset.'° It can weigh all these 
matters with a more accurate and decisive 
judgment than could the ordinary equity 
receiver. And a committee skilled in the 
artifices of adjustment can quite often ef- 
fect a cheaper settlement of a claim which 
has legal validity but, because of business 
reasons, may be compromised. In other 





® See Footnote 12. 


10In one instance a creditors’ committee chosen to 
operate a small paper mill effected an exchange of a 
strip of timber real estate which could not be sold 
or mortgaged, because of a defective title, for the can- 
celation of a considerable contract to deliver pulp wood 
at $19.40 a cord when the current market was then 
$xzr.0o. After this particular “trade” was effected, the 
committee had no difficulty in arranging for the ex- 
tension of all liabilities exceeding $5,000. The large 
liabilities having been taken care of, two bankers on 
the committee consented to advance to the company 
$25,000 each. The new money was sufficient to pay all 
the debts under $5,000 and to furnish sufficient quick 
assets until the time when enough money was forth- 
coming through the sale of manufactured paper. 


‘ 
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words the settlement of doubtful and ex- 
cessive claims against an embarrassed 
business can be more quickly and often 
more cheaply adjusted by a creditors’ 
committee.'! And if satisfactory settle- 
ment cannot be arranged there is the ordi- 
nary procedure in law and equity to fall 
back upon in individual cases without 
throwing the entire business into the hands 
of the court.” 

There remains, then, the third impor- 
tant advantage that the court receivership 
has over that of the creditors’ committee. 
When a court assumes jurisdiction over 
the affairs of an embarrassed business all 
actions by recalcitrant creditors are 
stopped. The wolves are held at bay. 
And this applies to the large as well as to 
the small creditors; to matured claims as 





11 An attorney arranged for the sale of certain of 
a corporation’s assets for which a large commission 
was agreed upon but remained unpaid. After the af- 
fairs of the corporation had been taken over by a 
bankers’ committee, it developed that the attorney’s 
firm acted as the regular counsel for a trust company 
represented on the bankers’ committee by its pres- 
ident. The trust company held a large claim against 
the embarrassed business. Because of the close rela- 
tions, the president was able to settle for about 35% 
of the stipulated amount, notwithstanding the fact 
that the attorney could have undoubtedly proved his 
claim in an equity receivership and the total property 
of the embarrassed corporation far and above exceeded 
35% of the total liabilities. 


12 A good example of a kind of adjustment which 
gave to all parties the advantage of judicial rendering, 
without resort to a receivership, is represented by the 
following incident: A committee of creditors had taken 
over the affairs of a small public utility. The floating 
debt, represented by bank loans, personal loans, mer- 
chandise debts and unpaid power bills, amounted to 
more than twice the value of the property by any 
method of valuation. The net earnings were next to 
nothing. One of the embarrassing features of the 
whole situation was that a party, not a member of the 
creditors’ committee and mildly antagonistic to it, 
held what he alleged to be a mortgage lien on certain 
essenti2! parts of the public utility property. He 
threatened to apply for a receiver unless his claim was 
x) em priority over all the rest of the floating debt. 

» creditors’ committee offered to appropriate a sum, 
uot exceeding $500, to defray the legal expenses incurred 
by the creditor in an equity suit designed to determine 
whether or not his claim represented a prior lien on 
the physical property. Such a solution would have all 
the decisiveness of a proof of claim. proceeding under 
an equity receivership and it would in no wise em- 
barrass any other activities of the creditors’ committee. 
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well as the unmatured; to secured as well 
as unsecured. The business can catch its 
breath. It can put its house in order be. 
yond the clamor of threatening creditors 
and do this quietly and peacefully under 
the mantle of the court whose protecting 
arm extends to all jurisdictions. This js 
a very great advantage which the court 
receiverships possess over that of credi. 
tors’ committees. There is no minimizing 
its importance or pretending that creditors’ 
committees can hold recalcitrant creditors 
in line by other sanctions than that of per- 
suasion. Business men may urge a 
creditor to “play in with them” and be. 
cause of their prominence it may appear 
expedient for the creditor to do so. But 
the creditors’ committee can exert no real 
restraint. On the importance of this 
actual power to maintain the “statu quo” 
among creditors rests the unquestioned ad- 
vantage of the court receiver. The whole 
issue, as between the creditors’ committee 
and the court method of handling business 
crises, resolves itself into the relative im. 
portance of this advantage." 
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Advantages of Creditors’ 
Committees 


We now turn to the other side of the 
picture. Although the advantages of 
creditors’ committees over court receivers 
stressed by different bankers ran along 
common lines the advantage or rather 4, 
result of the creditors’ committees which muni 
I consider most notable was brought out vos 
only in a few replies. It is the effect on the ary 
general economic situation. Cooperation will 
and mutual confidence have been engen- ye: 
dered throughout the business community char? 
by the very necessities involved in making ol 
the creditors’ committees function. Shrewd wy 
bankers knew that a business could not be stan 
administered by a debating society; if the aS 
actions of the committee were to be af- 
fected by friction and petty jealousies, its 





18 This is stressed by the answers to question five of 
the questionnaire referred to under footnote 1. Prac- 
tically all the bankers replying stressed the great dif- 
ficulty experienced in keeping all the creditors in line. 



























































end would be defeated. Bankers were 
forced to work together, and in harmony 
with conflicting interests. This is an in- 
tangible result, but it is one of far reaching 
and permanent consequence. And this co- 
operation and mutual confidence sprung— 
like the citizens’ committees of the western 
frontier—from the necessities of self- 
protection. There were no mutual uplift 
motives, wordy in expression but ineffec- 


bankers to join together in order to sal- 
vage an embarrassed enterprise in which 
they were the joint heirs to its misfortune. 
it was the purely selfish motive of getting 
the biggest individual share—the basic 
and abiding principle of self-interest. But 
in carrying out this motive they were 
forced not only to help each other but also 
to alleviate, more than any other factor or 
circumstance, the severity of the reaction.'* 
The most clearly obvious advantage of 
the creditors’ committee receiverships and 
the one mentioned by all the bankers, is 
the efficiency and economy.’® While the 
ordinary banker is not familiar with the 
routine administration of a manufacturing 
or mercantile business, he invariably pos- 
sesses the saving grace of knowing his 
limitations—something which the court 
receiver, especially if he is a young lawyer 
in search of a subsidy, does not know. 


'*A banker from Detroit, where the business com- 
munity certainly had its share of troubles, expressed 
the idea in a manner in which I am in entire agree- 
ment. “The spirit of cooperation which these credi- 
tors’ executive agreements engendered in this country 
will be worth more to business generally in the days 
to come than we can in our minds compute. Two 
years ago it did not seem possible that business of any 
character could carry the burdens which were being 
put upon it. But the years have passed, and every 
business man, merchant, manufacturer or banker, who 
has been through the period, has a better under- 
standing of his country, its resources, and what it can 
do in an emergency greater than has ever occurred 
to him could be met.” 


—h oD 
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* This advantage was stressed by all the bankers 
who replied to the questionnaire. Even the single re- 
ply which stated that the creditors’ committee was not 
an improvement over the court receivership admitted 
that “the administration of the estate by creditors’ com- 


ree has sometimes been more economically han- 
ed. 
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Legal experience teaches a man caution, 
respect for precedent and authority. The 
business man who can best handle a crisis 
needs initiative, courage, and independence 
of judgment. He must do things that 
have not been done before; and he must 
do them quickly and in a way to inspire 
the confidence of his associates and subor- 
dinates. And the cost of a creditors’ com- 
mittee receivership is low compared with 
that of a court receiver. It has become the 
current view among bankers that their 
service on a creditors’ committee repre- 
sents a voluntary contribution to the needs 
of the general situation. As they are 
themselves creditors who will be benefited 
by an economical management of an em- 
barrassed business, they are working for 
themselves while they are working for 
others. It is therefore common for the 
members of the committee, notwithstand- 
ing the value of their time, to make no 
charge for their services. They will 
scrutinize very carefully expense accounts 
and reduce to a minimum attorneys’ fees 
and the charges of experts. And they will 
turn the business over to its proprietors 
as soon as possible and not, as court re- 
ceivers and their attorneys are prone to do, 
prolong the distress for selfish motives.*® 

Creditors’ committees create less un- 
favorable publicity than court receiver- 


16 A public utility through mismanagement became 
distressed. It consisted of two parts, of approximately 
equal size, but situated in two adjoining states. One 
part was taken over by a creditors’ committee, the other 
part by a court appointed receiver—a country lawyer 
of limited practise and unfamiliar with the public util- 
ity business. The latter retained his position for 
approximately a year after he was told that the debts 
could be paid and six months after a representative of 
the utility petitioned the court to be allowed to pay 
the debts and have the receiver discharged. 

This point was tersely expressed by a banker writ- 
ing from Cleveland. The creditors’ committee admin- 
istration “can be verminated at any time and usually 
is terminated as soon as the company’s affairs are 
again in sound condition as the men who are volunta- 
rily serving are most anxious to avoid the work as 
scon as the management of the company is again in 
shape to resume entire control. This situation is 
usually reversed under a receivership where the re- 
ceiver and the receiver’s attorney are most anxious to 
continue their services.” 
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ships. While it is true that very few busi- 
ness embarrassments can be kept secret in 
the strict sense of the word, when com- 
mercial agencies and the credit depart- 
ments of banks make it their business to 
concern themselves about other people’s 
affairs, it is nevertheless true that there is 
a real and significant difference between 
the publicity of business misfortunes that 
is confined to credit agencies and banks 
and the publicity that of necessity attends 
all court proceedings. The former kind 
of publicity is restricted to that relatively 
small group of the whole business com- 
munity which is concerned with the credit 
standing of a business; the latter kind of 
publicity includes not only the credit fra- 
ternity, but extends also to that wider 
background of community knowledge sig- 
nificantly called “the public.” The dis- 
tinction is of far greater importance to 
some kinds of business than to others, but 
it is present to a greater or less extent in 
every case. And it must be carefully 
weighed in considering the treatment of an 
embarrassed business. 

The disadvantages attendant upon the 
wide publicity of a business’s embarrass- 
ment are subtle and far reaching.‘ There 
is the perfectly obvious fact that widely 
heralded misfortunes leave a deep im- 
pression upon bankers and credit men. 
The minds of the banker and credit man 
are like sensitive but soft wax; contempo- 
rary affairs make a quick impression, but 
only those impressions live beyond a nar- 
row present which are reenforced and set. 
Consequently a business crisis which has 
been handled smoothly and quietly by a 
creditors’ committee, although all the de- 
tails are known and recorded in credit 
files, can come into the general market for 
credit quicker and with greater assurance 
than if the affairs had been handled by a 


court receiver.!” 





17 One banker (answer to questionnaire, question s,) 
stated this principle clearly and precisely as follows: 
“The injury to the companies’ credit (by the Creditors’ 
Committee), is nominal as compared with the very 
great injury in the case cf a receivership.” 


But there are other considerations. Th. 
morale among employees can be Properly 
maintained only when there is one master. 
If a court appoints the old proprietor o; 
chief executive as receiver, there may not 
be a division of loyalty, but when an out. 
side party, especially a lawyer, unfamiliar 
with the business, assumes executive cop. 
trol there will arise inevitable friction with 
the higher salaried officers, and after 
awhile loss of morale throughout the en. 
tire organization. A lawyer-receiver, 
s. denly raised to executive control over a 
business of which he knows nothing, likes 
to show his authority. He knows that this 
authority, arising out of his judicial ap. 
pointment, has an absoluteness about it 
not claimed by the ordinary business exec. 
utive. Employees at all levels will ask 
themselves if all the publicity and notoriety 
att. ding the public disclosure of their em. 
picw 3’ troubles does not affect them. 
Th: .aen in the forecastle as well as the 
mates do not like to be ashamed of their 
craft. They do not like to see their busi- 
ness held up to public criticism and even 
ridicule. Often the employees themselves 
will join the public and give voice to 
“things we see” that are not generally 
known, or apologize sheepishly and say 
they are looking elsewhere for jobs. This 
applies particularly to the subordinate 
executives—assistants in the office, super- 
intendents in the factory, or salesmen on 
the road. On the other hand, when the 
only change which the employees see as 
a result of rumored difficulties is the pres 
ence of a new “comptroller” or even treas- 
urer, while the rest of the personnel re 
mains the same, there is little comment. 
The employees of a business judge by out: 
ward signs, and as the creditors’ com 
mittees make every effort not to distur) 
the established routine there is no gener! 
uncertainty and no loss of morale. 

Other advantages of the creditors’ com: 
mittees might be stressed but the limit 
of a periodical article demand brevity 
Yet there is one matter which requires # 
least passing attention. It is the gre! 
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practical service which creditors’ commit- 
tees rendered in the extremity of this last 
emergency. Even were court receiverships 
as eficient as creditors’ committees in deal- 
ing with business embarrassments the sud- 
denness and the extent of the last crisis 
would, had the courts endeavored to deal 
with all the emergencies, have resulted in 
little short of paralysis. The advantages, 
such as they are, that arise from court 
receiverships come only after due care and 
deliberation. Hasty and ill-considered ac- 
tion, either by the court or its receiver— 
backed by the power of the court—would 
inevitably lead to unfortunate conse- 
quences, and should our courts have at- 
tempted by the usual equity proceedings 
to have appointed receivers for and ad- 
ministered all the businesses that found 
themselves in difficulties, their work would 
have suffered paralysis. During 1920 
and 1921 the work would have been very 
inefliciently done and great individual and 
social waste would have resulted. Of this 
[ believe there is unanimity of assent 
among all who were at all conversant with 
the difficulties of the whole situation. And 
to supplant the ordinary machinery of the 
court, something would have been done. 
Probably, in the extremity, social opinion 
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and court practise would have instigated 
some measure of cooperative props in 
which the banks would have had to take 
a prominent part. But the creditors’ com- 
mittees arose in the emergency and solved 
the problem by voluntary adjustment 
rather than judicial pressure. That the 
business community was able to work out 
its own salvation through measures aris- 
ing from within, rather than imposed on 
it by the judiciary is an indication of the 
fundamental soundness and resilience of 
the American business. 

The success of the creditors’ committee 
in dealing with the crisis of 1920-1921 
may have exaggerated its importance with 
respect to future times. The crisis through 
which we have just passed was charac- 
terized above all else, by the abrupt and 
precipitous decline in the prices of basic 
commodities. In such an emergency the 
creditors’ committee would be expected to 
show itself to the best advantage. In a 
less serious crisis,,; where the carrying of 
large inventories of commodities was not 
the chief urgent necessity, the results might 
not be so satisfactory. At all events a 
new and unmistakably efficient method of 
dealing with embarrassed business has 
been evolved, the future significance of 
which cannot now be clearly predicted. 
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ANK reserves are that portion of 
bank deposits which ordinary busi- 
ness prudence calls for banks to 

keep on hand, uninvested, to meet the cur- 
rent demands of their depositors. In most 
countries banking is conducted by a few 
large banks having numerous branches, 
and the decision as to what proportion of 
a bank’s deposits should be carried unin- 
vested as a reserve is left to the business 
judgment of the officials of each bank. 
The situation is different in the United 
States. Here banking has developed 
along lines peculiar to this country, the so- 
called “independent” banking system—a 
system which has encouraged the steady 
increase in the number of small banks, 
which number today no less than 30,000 
odd, whereas in England there are but 20 
banks with some 7,000 branches. It has 
been found desirable here therefore to en- 
act laws, both state and national, whereby 
incorporated banks are obliged to carry 
a certain minimum reserve against deposit 
liabilities. In this discussion the subject of 
reserves against circulating note liability 
will not be touched upon, although in the 
United States legal reserves against bank 
deposits and note circulation have gone 
hand in hand and first developed from the 
unfortunate experience in the pre-Civil 
War period encountered by holders of the 
circulating notes of state banks. 


I. History of Reserves Against Bank 
Deposits 


Although previous to the passage of the 
National Currency Act in 1863, some of 
the states had begun to recognize the de- 
sirability of having some sort of cash 
reserve against deposit liability, the prac- 
tise of requiring by law a minimum reserve 
against deposit liabilities was but slightly 


BANK RESERVES 
UNDER THE FEDERAL RESERVE SYSTEM 


By FREDERIC H. CURTISS 


recognized and dates from 1842, when 
the State of Louisiana passed a bank act 
which required the banks of that state to 
keep 3314% reserve in specie against com. 
bined note and deposit liability. 

With the passage of the National Cur. 
rency Act in 1863, bringing together as it 
did what had been recognized as the best 
banking legislation in each of the several 
states, all banks organized under that act 
were required to have on hand at all times, 
in lawful money of the United States, 
25% of their outstanding bank notes and 
deposits. Balances due from national 
banks in “Boston, Providence, New York, 
Philadelphia, Baltimore, Cincinnati, Chi- 
cago, St. Louis or New Orleans in good 
circulating notes and deposits” might be 
deemed to be part of the lawful money 
which national banks located elsewhere 
than in those cities were obliged to have 
on hand. National banks in the above- 
named cities were obliged to carry the 
same percentage of reserve, but all in their 
own vaults. In 1864 this section of the 
act was modified so that the national banks 
outside of the reserve cities had to carry 
but 15% reserve, three-fifths of which 
might consist of balances due from na- 
tional banks in reserve cities; Louisville, 
Detroit, Milwaukee, Cleveland, Pitts- 
burgh, Baltimore, Albany, Leavenworth, 
San Francisco and Washington City being 
added to the list. The cities of Richmond 
and Charleston were to be designated as 
reserve cities when approved by the Comp- 
troller of the Currency. At the same time 
New York City was designated as a cen- 
tral reserve city, ar’ national banks in re- 
serve cities were ailowed to carry half of 
their 25% lawful reserve in balances in 
certain approved national banks in New 
York City. In 1870 the National Cur- 
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rency Act was amended so that every na- 
tional bank was obliged to carry on hand 
not less than 25% of its outstanding bank 
notes in gold or silver coin of the United 
States. 

In order to facilitate Clearing House 
Exchanges, Treasury Certificates for 
United States notes in denominations of 
not less that $5,000 were later allowed to 
be counted as legal reserves by national 
banks, these United States notes or 
“oreenbacks” as they were called not hav- 
ing been lawful money for reserves up to 
1872. In 1874 the Currency Act was re- 
vised, being then first designated as the 
National Bank Act. The reserve require- 
ments were modified under this act, no 
doubt owing to the increased use of de- 
posit currency—checks, so that the revised 
reserve requirements applied to the 
amount of the banks’ deposit liability only. 
The new act, however, did require a 5% 
fund for the redemption of notes to be 
carried in lawful money in the Treasury 
of the United States, but this 5% fund 
could be counted as a part of the bank’s 
lawful reserve against deposits. 

In later years the National Bank Act 
was amended so that cities with a popula- 
tion of over 200,000 might be designated 
as central reserve cities and cities of 25,- 
000 population and over as reserve cities 
whenever three-fourths of the banks in 
those cities made such request of the 
Comptroller of the Currency. Under 
these amendments there ultimately were 
designated some 63 cities as reserve cities 
and 3 central reserve cities, Chicago and 
St. Louis being designated central reserve 
cities in addition to New York. However, 
in 1922, St. Louis became again a reserve 
city as a result of a petition by the St. 
Louis national banks to the Federal Re- 
serve Board. 


II. Bank Reserves and Collection of 
Depositors’ Checks 


There is no feature of banking which 
has had so much influence on the manner 
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in which ‘banking has developed in the 
United States as the steady increase in 
the use of the individual depositor’s check. 
It has largely taken the place of the bank 
check drawn on exchange centers and has 
continually presented problems in matters 
pertaining to exchange and reserve re- 
quirements which have been among the 
most difficult to solve. As these deposi- 
tors’ checks began to circulate away from 
home, they accumulated more and more 
in exchange centers, as had been the case 
with national bank notes, which they 
showed a tendency to replace. The collec- 
tion of these depositors’ checks, especially 
when drawn on banks outside the exchange 
centers, led to the development of remit- 
tance and collection accounts, of reciprocal 
balances between centers, and to the in- 
direct routing of checks to centers where 
banks specialized in the collection of the 
so-called “country checks.” 

One of the most important phases in 
connection with the handling of out-of- 
town checks in the exchange centers has 
been the question where the exchange and 
carrying charge should rest. At an earlier 
time it was the custom for a merchant, 
who had a bill to pay at some distant point 
in the United States, to buy from his bank 
a bill of exchange—the bank’s own check 
—dratyn on a place so near that distant 
point as to make the bank’s check a satis- 
factory form of payment just as today an 
American firm, with a debt to discharge 
in London, would purchase a bill of ex- 
change payable in sterling and drawn on a 
London correspondent of an American 
banker. Gradually, however, there de- 
veloped a different practise in domestic 
transactions and it became customary 
for the merchant to send his own check 
drawn on his local bank direct to his cred- 
itor—with two results, first the merchant 
escaped the charge formerly made by his 
bank for the bill of exchange sold to him; 
and, second, the check naturally gravitated 
to the nearest exchange center where it 
and similar checks were assembled and 
forwarded for collection to the drawee 
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banks, which in many cases recouped them- 
selves for the lost exchange revenue by 
imposing a charge for remitting in pay- 
ment for the check. When such a charge 
was imposed, it was thus shifted from the 
drawer to the payee of the check or to one 
of the collecting banks, in which the check 
was deposited for collection. Competition 
between banks has resulted in this charge 
being placed to a large extent upon the 
banks and not upon the depositor of the 
check, although for the past 20 odd years 
Clearing House Associations in the large 
centers have made rules and regulations 
whereby their member banks were obliged 
to collect such charges from those depos- 
iting the checks. To avoid these charges 
there has been in the past the most circui- 
tous routing of checks, which were for- 
warded for collection not in any natural 
direct way, but so transmitted as to take 
advantage of any reciprocal arrangements 
between banks that might be devised to 
secure payment of such items at par. 

Another most important feature in the 
circulation of the depositors’ checks was 
the effect that it had on balances due from 
banks acting as reserve agents. In the 
period before the reserve requirements of 
the Federal Reserve Act became oper- 
ative, banks would send checks to their 
Reserve agents for collection and would 
count them as reserve the moment they 
were put into the mail. The result of this 
was that a very large portion of the bal- 
ances due from Reserve agents consisted 
of checks in the process of collection and 
these uncollected checks frequently were 
considered as reserve for banks in several 
places, as for instance, where a country 
bank sent checks to its Reserve agent, 
which in turn would send these same 
checks to a central reserve agency for col- 
lection. There has also grown up, sanc- 
tioned through rulings of the Comptroller 
of the Currency, the practise of deducting 
net amounts due from banks from the net 
amounts due to banks. 

For the most part the percentages of 
legal reserves have been based upon the 


velocity of turnover of a deposit, and 
therefore the laws have been such that 
banks in the central reserve cities have 
been obliged to carry larger reserves than 
those in reserve cities, and banks in out. 
side sections have carried the smallest. 
One of the points on which there has been 
much controversy is whether a secured de. 
posit should be subject to a reserve, and 
as far back as 1908 Congress passed a 
bill exempting from the reserve require. 
ments deposits of the United States Goy. 
ernment, which were always secured, the 
security however varying in character from 
time to time, while certain of the State 
laws are such that no reserves are required 
in the case of savings deposits that are 
segregated and secured. If the velocity 
of turnover of deposits—the possibility 
of demand—is the test, is this logical? 
How readily a security or a balance due 
from a bank may be converted is another 
angle from which this reserve problem has 
been approached, and it brings up rather 
interesting questions as to the propriety 
of allowing as a deduction balances due 
from banks at points that are not recog- 
nized as veritable exchange centers, and 
during the past few years, with the varying 
conditions of the market for foreign ex- 
change, the desirability of allowing as a 
deduction balances in foreign countries. 
While speaking of foreign balances, it is 
proper to mention the deposits carried in 
foreign countries by branches of banks 
with head offices in the United States. 
These branches are obliged to maintain re- 
serves in accordance with the general bank- 
ing policy or needs of the country in which 
they are located, and the parent bank has 
not been required to carry any lawful re- 
serve against such deposit liability. In 
some states a certain percentage of the 
required reserve may be carried in the 
form of state and United States Govern- 
ment bonds. 

This, in a very sketchy way, is a state- 
ment of the development of banking prac- 
tise and of statutory regulation with ref- 
erence to reserves up to the time of the 
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passage of the Federal Reserve Act of 
December 23, 1913- 


IIL. Reserves Under the Federal Reserve 
System 


Under the Federal Reserve Act as orig- 
inally enacted, a member bank in a central] 
reserve city was required to carry a re- 
serve equal to 18% of the aggregate 
amount of its demand deposits and 5% 
of its time deposits, as follows: 


In its vaults 6/18 thereof; 

In the Federal Reserve Bank 7/18; 

The balance to be held in its own vaults or 
in the Federal Reserve Bank at its option. 


A member bank in a reserve city was 
obliged to carry reserves equal to 15% of 
the aggregate amount of its demand de- 
posits and 5% of its time deposits, as fol- 


lows: 


In its vaults for a period of 36 months after 
the date the Federal Reserve Banks opened (No- 
vember 16, 1914) 6/15 thereof, and perma- 
nently thereafter 5/15. 

In the Federal Reserve Bank of its district 
for a period of 12 months after November 16, 
1914, at least 3/15, and for each succeeding 6 
months an additional 1/15, until 6/15 had been 
so deposited, which was the amount to be per- 
manently so carried. 

For a period of 36 months after November 
16, 1914, the balance of the reserves might be 


held in its own vaults, or in the Federal Reserve 


Bank, or in national banks in reserve or central 
reserve cities. 

After said 36 months’ period all of the re- 
serves, except those required to be held perma- 
nently in the vaults of the member bank and 
in the Federal Reserve Bank, were to be held 
in its vaults or in the Federal Reserve Bank, 
or in both, at the option of the member bank. 


A member bank not in a reserve or 
central reserve city was required to main- 
tain reserves equal to 12% of the aggre- 
gate amount of its demand deposits and 
5% of its time deposits, as follows: 


_In its vaults for a period of 36 months after 
November 16, 1914, 5/12 thereof and 4/12 
permanently thereafter. 

_ In the Federal Reserve Bank of its district, 
tor a period of 12 months after November 16, 
1914, 2/12, and for each succeeding 6 months 
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an additional 1/12, until §/ia had been se de- 
posited, which was the amount to be permanently 
so carried. 

For a period of 36 months after November 
16, 1914, the balance of the reserves might be 
held in its own vaults, or in the Federal Re- 
serve Bank, or in national banks in reserve or 
central reserve cities. 

After said 36 months’ period the reserves, 
other than those required to be held in the vaults 
of the member bank and in the Federal Reserve 
Bank, were to be held in the vaults of the mem- 
ber bank or in the Federal Reserve Bank, or 
in both, at the option of the member bank. 


These reserve requirements were fairly 
satisfactory except in the case of banks 
outside of the reserve and central reserve 
cities, the so-called “country banks,” and 
the latter had much to do with the an- 
tagonism against the Federal Reserve 
System shown by those banks in the early 
days. These country banks were to a 
large extent obliged to carry the same bal- 
ances with their city correspondents that 
had been carried prior to the passage of 
the Act, in addition to the reserve balance 
required by the Act to be carried in the 
Federal Reserve Bank, a balance which 
was to a large extent inactive, on which no 
interest was received, and which there- 
fore cut down the earning power of those 
banks. This was especially the situation 
in the period before the Federal Reserve 
Banks had developed their collection 
system. 

After a careful investigation had been 
made of the different aspects of the re- 
serve problem, an amendment to the law 
was suggested by the Federal Reserve 
Board and enacted by Congress, becom- 
ing law on June 21, 1917. Under this 
amendment, the reserve requirements are 
that member banks in central reserve cities 
must carry 13% of their net demand de- 
posits and 3% of their time deposits in the 
Federal Reserve Banks. Banks in reserve 
cities must carry 10% of their net demand 
deposits and 3% of their time deposits in 
balances due from the Federal Reserve 
Banks, while in the case of country banks 
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7% of their net demand deposits and 3% 
of their time deposits must be in balances 
due from Federal Res*-ve Banks. These 
are now the only reserves required of 
member banks. 

The Federal Reserve Banks had by this 
time developed a general collection system 
and were prepared to handle at par for 
their member banks checks on banks in all 
sections of the -vuntry with the exception 
of a small , urtion of the Middle West 
and South. These checks are handled or 
what is known as a deferred credit basi: 
—that is, a check is credited to a bank’s 
account only after payment has been re- 
ceived by its local Reserve Bank or b; 
some other Federal Bank, and the re- 
quired reserve is therefore represented by 
an actual collected balance. It was the 
view when this amendment was proposed 
that it would be unnecessary to indicate 
by law the amount of cash reserve in vault, 
that every bank would carry additional 
cash on hand to meet the ordinary counter 
demands of its customers, also that this 
provision would draw any gold held in 
the vaults of the member banks to the 
Federal Reserve Banks, and that the as- 
sembling of all the legal reserves in the 
Federal Reserve Bank would give in- 
creased power to the Federal Reserve 
Bank in handling the general credit situa- 
tion. 


IV. Operation of Reserve Requirement. 


So far as the cash in vaults is concerned, 
the country banks are carrying a sufficient 
volume of cash to meet their counter de- 
mands, but this cash which formerly had 
been carried in lawful money (gold and 
silver certificates, and so forth) is now 
carried largely in Federal Reserve notes 
and national bank notes, thereby decreas- 
ing somewhat the elasticity of those notes; 
while in the case of banks in Federal] Re- 
serve cities and branch Federal Reserve 
cities, owing to the accessibility to the 
Federal Reserve Banks, a very small 
amount of vault cash is carried, the mem- 


ber banks depositing their till money each 
night in the Federal Reserve Bank and 
drawing it out again the next morning. 

It is the opinion of some observers that 
the maintenance of the only lawful reserye 
of a member bank in the Federal Reserye 
Bank exclusively makes that reserve too 
sensitive and also that it would be desir. 
able to have some cash reserve in lawfyl 
money carried in the member bank’s own 
vaults, thereby forming a secondary re. 
serve which might be utilized to strengthen 
the Federal Reserve Banks as was done 
»y Congressional amendment in 1917. 

In arriving at net balances on which re. 
serves are calculated, the same deductions 
are allowed today that there were in the 
past. The deduction of balances due from 
banks from the balances due to banks be. 
ing permitted bv the Federal Reserve Act, 
the sanction of that practise is no longer 
simply a ruling of the Comptroller’s office. 
The deduction of the deferred items— 
-hecks in the process of collection through 
the Federal Reserve Bank—has been al- 
lowed only where banks had deposits from 
banks; and since few of the country banks 
carry deposits of other banks, there has 
been considerable pressure from those 
banks to be allowed to make these de- 
ferred collections a deduction from their 
gross deposits and also to be allowed to 
deduct their cash in vault in order to offset 
the advantages obtained by member banks 
in Federal Reserve and branch Federal 
Reserve cities. Under the Federal Reserve 
Act postal savings—deposits secured by 
certain authorized investments—are sub- 
ject to the same reserve requirements as 
time deposits, but Government deposits 
though similarly secured are subject to no 
reserve. Here, again, the question of the 
velocity of circulation of these deposits 
should be considered. Should not both of 
these be considered demand deposits and 
subject to the higher reserves? 

The question of the deductibility of bal- 
ances due from banks in foreign countries 
has been frequently under discussion, and 
the Federal Reserve Board has interpreted 
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the law so that these balances are not now 
deductible; and since balances due from 
some of the countries are still unavailable, 
while in other countries their availability 
‘; a matter of degree, the desirability of 
permitting their deduction would seem to 
be subject to criticism. There is, however, 
before Congress at the present time a bill 
which would permit such deduction and 
place in the hands of the Federal Reserve 
Board the responsibility of designating the 
conditions under which this might be done. 


V. Conelz:sion 


For the most part those who have given 
care‘ul study to the problems connected 
with the reserve requirements of member 
banks in the Federal Reserve System be- 
lieve that any changes which are made in 
the present reserve requirements should 
only be such as to bring about a more logi- 
cal, simple and practical method of pro- 
cedure in calculating these reserves. There 
appears to be a consensus of opinion that 
the reserve requirements of the member 
banks in the central reserve and reserve 
cities should certainly not be reduced since 
the banks in those cities apparently have 
benefited most by the recent changes in the 
law. Whatever changes are made would 
affect the various banks differently, de- 
pending upon the character of each bank’s 
business. Some banks under the present 
law are apparently unduly penalized by 
the existing reserve requirements, but 
others have been able to reduce these re- 
serve requirements to a point hardly con- 
sistent with good banking practise and the 
size of their banking operations. 

Recent court decisions have tended to 
establish the right of a depositor to draw 
against checks credited to his account, 
even though uncollected, thus raising a 
question of the bank’s liability for uncol- 
lected funds, and therefore it would ap- 
pear that if a bank does create a deposit 
liability through such a credit, reserves 
should be carried on the aggregate deposit 
liability and there should be no deductions 
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as at present. This practise of giving im- 
mediate credit to a depositor for all checks 
deposited however has become so universal 
and the transactions in uncollected checks 
so large and so varying in volume that.a 
bank might be unduly penalized unless it 
were able to develop a system of account- 
ing to cover deferred checks—deferring 
until paid each check received on deposit— 
although the physical labor in such a plan 
would, to the average practical banker, 
look insurmountable. The alternative 
might be to establish a classification for 
deduction, recognizing certain classes of 
items, such as uncollected checks, per- 
haps limiting that group or class to checks 
on local points in which a bank is situated 
or only to checks in process of collection 
in the Federal Reserve Bank making these 
deductible from all deposits and not simply 
from balances due to banks. 

Whatever changes are made should be 
made gradually and after the most careful 
study of how such changes will affect each 
bank or group of banks. It is evidently 
desirable to have some logical theory of 
reserves formulated, which would be of 
value in considering every new amendment 
of the Federal Reserve Act and serve as 
a guide for every ruling of the Federal 
Reserve Board or Comptroller of the 
Currency. Unless there is some radical 
change in the character of bank develop- 
ment in the United States in the future, 
unless, to mention only one example, 
branch banking as it is known in Canada 
and England supersedes the present inde- 
pendent banking system, statutory reserve 
requirements will probably always be a 
feature of American banking. It is hoped, 
however, that some consistent and scien- 
tific plan will be developed whereby the re- 
serve specified will be sufficiently large to 
protect depositors, but not so large as to 
hamper the successful operation of our 
banks, a plan which will be equitable in its 
operation to both the large city bank with 
its heavy responsibilities and the small coun- 
try bank operating in a limited territory. 
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THE RAILROAD CONSOLIDATION PLAN 
I. NEW ENGLAND 


By WILLIAM J. CUNNINGHAM 


URING the two and one-half years 
since the passage of the Trans- 
portation Act, with its new policies 

of federal regulation of railroads, rela- 
tively little has been done to make effective 
the provision for the consolidation of rail- 
roads into a small number of large sys- 
tems of fairly equal financial strength. 
Inasmuch as such consolidations are to 
have a vital bearing upon the new rule of 
rate-making, the subject has not attracted 
as much attention throughout the country 
as its importance justifies. Speaking gen- 
erally the possibility of changes in the line- 
up and affiliations of individual railroads 
or groups of railroads, and the effect of 
such changes on public service, have given 
the public but little concern, and, indeed, 
the railroads themselves, except in a few 
cases, are not regarding the subject as of 
immediate importance. The magnitude of 
the task, the uncertainty as to the powers 
of the Interstate Commerce Commission 
in making effective its final recommenda- 
tions, and the doubt as to the constitution- 
ality of a proposed amendment which 
would authorize the Commission to re- 
quire compulsory consolidation, all tend 
to push the problem into the future. The 
possibility of comprehensive mergers is 
regarded by the typical railroad manager 
as remote. Consequently the more press- 
ing and immediate problems of depleted 
net income, strikes and maintenance of the 
properties overshadow the distant and less 
tangible problems of organization, opera- 
tion, service and earning power under any 
proposed line-up of the future. 

While the foregoing summary of the 
present situation with respect to consoli- 
dations is true of the country as a whole, 








there are exceptions, notably in New Eng. 
land. There the railroads, the organiza. 
tions of shippers, other commercial bodies, 
the state governments and the general pub- 
lic are taking a keen interest in railroad 
consolidation as it may affect New Eng. 
land, and the subject is regarded as of 
vital and immediate importance to the 
commercial and industrial welfare of the 
six states east of the Hudson River. The 
governors of the several states have 
appointed committees of prominent cit- 
izens to investigate and make recom- 
mendations as to the stand to be 
taken by the states in the forthcoming 
hearings before the Interstate Commerce 
Commission. Similar action has been 
taken by chambers of commerce and other 
commercial bodies. The governors’ com- 
mittees have been holding public hearings, 
and the press is devoting a large amount 
of space to reports of such meetings, to 
editorial comment, and to letters from 
readers. 

The exceptional interest taken by New 
England is explained in part by the fact 
that the Interstate Commerce Commission, 
in its tentative proposals published a year 
ago, suggested two alternative plans for 
New England, but did not indicate its 
preference. One plan contemplates an all- 
New England system to be formed by a 
union of all of the railroads in that sec- 
tion except three which are now controlled 
by outside companies. Tae alternative plan 
is to join the New England roads indi- 
vidually to the large system already exist- 
ing or to be created in Trunk Line terri- 
tory, i. e., the lines running from New 
York, Philadelphia and Baltimore to Chi- 
cago, St. Louis and other central west 
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cities. Each of the two plans has its advo- 
cates, and discussion is general and ani- 
mated. PEs 

The principal purpose of this article is 
to analyze the two plans from the public 
viewpoint, and to set forth their points 
of strength and weakness. In order to pro- 
vide an adequate setting for the local prob- 
lem of New England, the discussion will 
‘nclude a consideration of tne general rela- 
tion between consolidation and the new 
rate-making rule of the Transportation 


Act. 


The Rate-Making Section of the 
Transportation Act 


The Transportation Act of 1920 affirm- 


atively recognizes the principle that the ~ 


railroads are entitled to a fair rate of re- 
turn on the value of their properties held 
for and used in the service of transporta- 
tion. The principle had before then been 
recognized in court decisions, but it had 
not been written into the regulating laws. 
The Interstate Commerce Commission, in 
exercising its powers of regulation, had up 
to 1920 been charged only with respon- 
sibility for seeing to it that rates were rea- 
sonable and nondiscriminatory. Although 
it was vested with wide powers over finan- 
cial organization, transportation service, 
accounting and other features of manage- 
ment, it was not charged with responsibil- 
ity for protecting the earning power and 
the credit of the railroad companies. The 
Commission’s functions were mainly cor- 
rective and punitive. The new law now 
couples responsibility for results with au- 
thority to regulate, and these results now 
include the ability of the railroads collec- 
tively to earn a fair rate of return, as well 
as protection of the public against unrea- 
sonable rates, discrimination, inferior or 
unsafe service, and financial manipulation. 
The rate-making section of the Trans- 
portation Act reads as follows: (Section 
I5a, paragraphs 2 and 3, Interstate Com- 


merce Act, as amended by the Transporta- 
tion Act.) 
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“In the exercise of its power to prescribe just 
and reasonable rates the Commission shall initi- 
ate, modify, establish or adjust such rates so that 
carriers as a whole (or as a whole in each of such 
rate groups or territories as the Commission may 
from time to time designate) will, under honest, 
efficient and economical management and reason- 
able expenditures for maintenance of way, struc- 
tures and equipment, earn an aggregate annual 
net railway operating income equal, as nearly as 
may be, to a fair return upon the aggregate value 
of the railway property of such carriers held for 
and used in the service of transportation: Pro- 
vided, That the Commission shall have reasonable 
latitude to modify or adjust any particular rate 
which it may find to be unjust or unreasonable, 
and to prescribe different rates for different sec- 
tions of the country. 

“The Commission shall from time to time de- 
termine and make public what percentage of such 
aggregate property value constitutes a fair return 
thereon, and such percentage shall be uniform 
for all rate groups or territories which may be 
designated by the Commission. In making such 
determination it shall give due consideration, 
among other things, to the transportation needs 
of the country, and the necessity (under honest, 
efficient and economical management of existing 
transportation facilities) of enlarging such facili- 
ties in order to provide the people of the United 
States with adequate transportation: Provided, 
That during the two years beginning March 1, 
1920, the Commission shall take as such fair 
rate of return a sum equal to 514 per centum of 
such aggregate value, but may, in its discretion, 
add thereto a sum not exceeding one-half of one 
per centum of such aggregate value to make pro- 
vision in whole or in part for improvements, bet- 
terments or equipment, which according to the ac- 
counting system prescribed by the Commission, 
are chargeable to capital account.” 


In brief the Commission is now directed 
to establish the scales of rates and charges 
so that the railroads, as a whole or by ter- 
ritorial groups, under honest and efficient 
management, may earn a fair rate of re- 
turn on the value of their properties as 
determined by the Commission. That fair 
rate of return, for the first two years, was 
defined as a maximum of 6% ahd avu- 
thority was conferred upon the Commis- 
sion to determine what should be the rate 
after March 1, 1922. From that date the 
Commission has set the rate at 534%. 

There is widespread misconception con- 
cerning that section of the Act. Many 
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persons have the impression that the new 
law provides for a government guarantee 
to the individual railroads of a stated rate 
of return. As may be noted from the 
foregoing quotation from the Act there is 
no such guarantee. The Commission is 
directed to exercise its judgment in estab- 
lishing rates so that as nearly as may be 
they will yield a fair rate of return on the 
value of railway investment. If the Com- 
mission errs in its judgment as to what the 
rates should be, and the rate of return is 
less than 534%, or if a business depres- 
sion, strikes or other fortuitous circum- 
stances cause losses in railroad revenues 
and income, the railroads are without 
remedy. They have no method of recoup- 
ing themselves for the shortage under the 
statutory rate of return. 

It will be noted further that the Com- 
mission is not directed to take into account 
the needs of individual railroads. The 
statutory rate of return applies only to the 
railroads as a whole in the four territorial 
groups established by the Commission— 
Eastern, Southern, Western and Moun- 
tain-Pacific. For the purposes of rate- 
making the railroads of each territorial 
section are regarded as one system. Inas- 
much as rates must be uniform for all com- 
petitive traffic it is impracticable to estab- 
lish competitive rate scales to meet the 
income requirements of individual roads 
in competitive territory. Consequently a 
scale of rates which will yield 534% for 
the carriers in the aggregate will give 
more than that rate to the prosperous 
roads and less than that rate to those roads 
which are hancicapped by light traffic, 
high operating costs and property invest- 
ment relatively large from the viewpoint 
of traffic density. If the scale is estab- 
lished to hold the s:rong roads to 534%, 
the weak roads cannot live. If it is set to 
yield as much as 534% to the weak, the 
return to the strong will be excessive. 

To meet this dilemma the Transporta- 
tion Act provides for two expedients. One 
of them is more or less temporary; the 
other is to be permanent. The first is 


known as the recapture clause under which 
the Government, through the Interstate 
Commerce Commission, is to take away 
from the individual railroads one-half of 
all net railway operating income in excess 
of the prescribed fair rate of return op 
value. This feature of the law applies to 
the railroads individually. By this expe. 
dient the Commission, in establishing the 
rate scale, can give greater consideration 
to the average road and the weak lines, 
since with the recapture clause in effect jt 
is not necessary to pay as much attention 
to the possibility of excessive returns 
to the strong roads. As has already been 
stated this expedient is somewhat tem. 
porary. It is designed to care for one 
troublesome feature of rate-making until 
a more permanent solution of the prob. 
lem of the weak road may be applied. 
That solution is railroad consolidation. 
The Act contemplates the elimination of 
fhe weak lines and the dilution of the 
strong roads by a process of merging 
the weak with the strong so that ult- 
mately each territorial group will con- 
sist of a few large consolidated systems of 


fairly equal traffic capacity, earning power 


and financial strength. The section relat- 
ing to consolidations (Section 5, para- 
graphs 4 and 5 of the Interstate Com- 
merce Act as amended by the Transporta- 
tion Act) is quoted in full: 


“The Commission shall as soon as practicable 
prepare and adopt a plan for the consolidation of 
the railway properties of the continental United 
States into a limited number of systems. In the 
division of such railways into such systems under 
such plan, competition shall be preserved as fully 
as possible, and wherever practicable the existing 
routes and channels of trade and commerce shall 
be maintained. Subject to the foregoing require: 
ments, the several systems shall be so arranged 
that the cost of transportation as between com- 
petitive systems and as related to the values of the 
properties through which the service is rendered 
shall be the same, so far as practicable, so that 
these systems can employ uniform rates in the 
movement of competitive traffic and under eff- 
cient management earn substantially the same rate 
of return upon the value of their respective rail- 
way properties. 
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“When the Commission has agree2 upon a ten- 
tative plan it shall give the same due publicity 
and upon reasonable notice, including notice to 
the Governor of each state, shall hear all persons 
who may file or present objections thereto. The 
Commission is authorized to prescribe a procedure 
for such hearings and to fix a time for bringing 
them to a close. After the hearings are at an 
end, the Commission shall adopt a plan for such 
consolidations and publish the same; but it may 
at any time thereafter upon its own motion or 
upon application, reopen the subject for such 
changes or modifications as in its judgment will 
promote the public interest.” 

It will be noted that the Commission is 
without power to enforce its recommenda- 
tions as to comprehensive consolidations, 
although another section of the Act pro- 
vides that the Commission’s approval must 
be obtained before voluntary consolida- 
tion on either small or large scale can be 
made effective. The Cummins bill, when 
it passed the Senate, provided that the In- 
terstate Commerce Commission should 
have power to compel such consolidation, 
but the Esch bill, as it came from the 
House, contained no reference to the sub- 
ject of consolidations. In joint conference 
the committees from the Senate and the 
House agreed upon the compromise mea- 
sure now embodied in the 1920 law. The 
House agreed to the principle of consol- 
idations but insisted that they should be 
voluntary. The Senate yielded by elimi- 
nating the compulsory feature. 

As it now stands the Commission must 
rely upon the force of public opinion to 
enforce such recommendations as_ the 
Commission may finally make. As the 
principle of consolidation is vital to the 
permanent success of the new policy of 
rate regulation it is probable that public 
pressure will be brought to bear upon those 
who for selfish reasons may refuse to 
ado’ t a plan which appears to be in public 
interest. In any event it is likely that one 
or more companies will insist upon appeal- 
ing to the courts if the Commission’s plan 
appears to be prejudicial to their indi- 
vidual interests, and the situation will not 
be clarified until a test case has been de- 
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cided. It is not at all unlikely that even- 
tually the law will be amended so as to 
remedy whatever defects may then be 
apparent. 


The Commission’s Tentative Plan 


Under date of August 3, 1921, the In- 
terstate Commerce Commission published 
a report (63 I. C. C. 455) which em- 
bodies its tentative recommendations in 
the matter of railroad consolidations. 
This plan contemplates the creation of 19 
large systems, to be built around certain 
of the important existing systems. Disre- 
garding the small railroads, the proposed 
line-up may be summarized as follows: 


System No. 1. New York Central, with its 
leased and affiliated lines and several small rail- 
roads. As one alternative for New England, the 
New York Central system may include the Bos- 
ton & Maine, the Maine Central and the Bangor 
& Aroostook. 

System No. 2. Pennsylvania, with its leased 
and affiliated lines and a few smaller properties. 

System No. 3. Baltimore & Ohio and Phila- 
delphia & Reading, with four small lines. As one 
alternative for New England the B. & O. system 
may include the New Haven and Central New 
England roads. 

SystEM No. 4. Erie, with the Delaware & 
Hudson, Lackawanna, Bessemer & Lake Erie, 
Wabash lines east of the Missouri River, and five 
small roads. 

System No. 5. Nickel Plate-Lehigh Valley, 
with 6 small properties. 

System No. 6. Pere Marquette, with four 
other railroads serving the Michigan peninsula. 

System No. 7. New England, consisting of 
the New England roads, Lehigh & Hudson River 
and Lehigh & New England. This is an alterna- 
tive to the first proposal that the northern New 
England roads should be joined to the New York 
Central and those in southern New England 
made a part of the B. & O. system. The Lehigh 
roads are included so as to give New England an 
entrance into the Pennsylvania coal fields. 

System No. 8. Chesapeake & Ohio, with ‘he 
Hocking Valley and the Virginian. 

System No. 9. Norfolk & Western with the 
Toledo & Ohio Central. 

System No. 10. Southern, with its leased 
and affiliated lines and the New Orleans Great 
Northern and Alabama & Vicksburg. 

System No. 11. Atlantic Coast Line and 
Louisville & Nashville with their leased and 
affiliated lines and several small roads. 
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System No. 12. [Illinois Central and Sea- 
board Air Line, with their leased and affiliated 
lines and four others. 

System No. 13. Union Pacific and Chicago 
& Northwestern, with their leased and affiliated 
lines and the Wabash west of the Missouri River. 

System No. 14. Burlington and Northern 
Pacific, with the Chicago Great Western, Minne- 
apolis & St. Paul, and Spokane, Portland & 
Seattle. 

System No. 15. Chicago, Milwaukee & St. 
Paul and Great Northern, with six smaller roads. 

System No. 16. Santa Fe, with the Colorado 
& Southern, Denver & Rio Grande, Western 
Pacific and three others. 

System No. 17. Southern Pacific and Rock 
Island, with their leased and affliated roads and 
several small lines. 

System No. 18. St. Louis-San Francisco, 
Missouri, Kansas & Texas and St. Louis South- 
western, with three others. 

System No. 19. Missouri Pacific and Chi- 
cago & Eastern Illinois, with the Kansas City 
Southern and seven others. 


In promulgating its tentative plan the 
Commission stated that it was put forward 
merely “‘to elicit a full record upon which 
the plan to be ultimately adopted can rest, 
ard without prejudgment of any matters 
which may be presented upon that record.” 
The tentative plan adheres closely to the 
recommendations of Professor William Z. 
Ripley of Harvard University, who was 
invited by the Commission to make a study 
and report to assist the Commission in the 
preparation of its plan. In certain particu- 
lars, however, as in the case of New Eng- 
land, the Commission has departed from 
Professor Ripley’s suggestions. 

After allowing more than four months 
for public consideration of its tentative 
plan, the Commission began its first hear- 
ings on the subject in January, 1922. These 
were held in the South, as the Commission 
decided to consider first the proposals 
which affected the Southern region. At the 
hearings it developed that the Commission 
expected the railroads and others who ob- 
jected to the tentative plan to do more 
than criticize it. They were urged to pre- 
sent constructive alternative suggestions, 
and the hearings were suspended to enable 
the railroads affected to prepare and pre- 


sent a plan of their own. Nothing definite 
has as yet been accomplished. In the mean. 
time the Commission has served notice 
that New England will receive the ney 
consideration and that hearings are to be 
held in Boston in October. 


The Alternative Plans for New England 


As has already been indicated briefy, 
the Commission has proposed two alterna. 
tive plans for New England. The firs 
may be called the New England grow 
plan; the second the Trunk Line plan. 
Under the fifst plan the New Haven, Bos. 
ton & Maine, Central New England, 
Maine Central and Bangor & Aroostook 
would be merged into one system which 
would take over also the Lehigh & Hud. 
son River and the Lehigh & New Eng. 
land, so as to have an entrance into the 
Pennsylvania coal fields. Under the sec. 
ond plan the roads in northern New Eng. 


‘land would become a part of the New 


York Central system and those in souther: 
New England would be joined to the Balti- 
more & Ohio systein. 

A third alternative was also proposed 
but it has not been considered seriously 
and is seldom discussed. It is listed in the 
Commission’s report as System 7a, New 
England-Great Lakes. It includes the 
New England roads, Delaware & Hudson, 
Lackawanna, Buffalo, Rochester & Pitts 
burgh and three other small properties. 
As this plan is merely an extension of the 
New England group plan, its advantages 
and disadvantages are essentially the same 
as those of the New England group plan 
contemplated by the Commission’s System 
No. 7. ‘In all of the alternative plans the 
Boston & Albany and the Rutland are cor 
sidered as parts of the New York Centr:l, 
with which they are now affiliated, and the 
Central Vermont and the Grand Trunk 
Lines in Maine are regarded as parts of 
the Grand Trunk system of Canada. 

While the Commission withholds an ¢& 
pression of preference for any of the alter- 
native plans for New England, Professot 
Ripley’s report contains a definite recom 
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mendation favoring the New England 
group plan. As a second choice he would 
join the New Haven and Central New 


England to the Baltimore & Ohio system _ 


and would merge the Boston & Maine (ex- 
cept its line from Worcester through 
Nashua to Portland) with the Delaware & 
Hudson and the Erie, and would extend 
the New York Central system into Maine 
by giving it the Worcester, Nashua & 
Portland division of the Boston & Maine, 
with the Maine Central and the Bangor & 
Aroostook roads. The New York Central 
already has its line to Worcester and Bos- 
ton through the lease of the Boston & Al- 
bany. In formulating its tentative pro- 
posals the Commission ignores Professor 
Ripley’s suggestion calling for a partial 
dismemberment of the Boston & Maine 
so that the New York Central might get 
into Maine, and his further suggestion 
that the Boston & Maine (except its W. 
N. & P. division) be linked with the Dela- 
ware & Hudson and the Erie. 

In addition to the plans which are 
placed officially before the public in the 
Commission’s and Professor Ripley’s re- 
ports, the suggestions of John E. Oldham 
of Boston, a widely recognized expert in 
railroad finance, have attracted much at- 
tention in New England. His plan is some- 
what complicated, but it may be described 
roughly as joint Trunk Line control of the 
individual New England carriers; that is 
to say, the New Haven would be con- 
trolled jointly by two Trunk Line systems 
and the Boston & Maine and the roads in 
Maine would be controlled by two other 
Trunk Line systems. Essentially it is a 
form of Trunk Line control. 


Local versus Trunk Line Control of 
New England Railroads 


. The railroad network of New England 
is divided into two fairly distinct parts by 
the Bostor. & Albany which separates the 
two territories, northern and southern 
New England, in which the Boston & 
Maine and the Maine railroads on the one 
hand and the New Haven on the other 
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hand have partial monopolies of transpor- 
tation in the respective parts of New Eng- 
land. The states of Connecticut and 
Rhode Island and parts of Massachusetts 
are dependent upon the New Haven road 
and its boat lines. Other parts of Massa- 
chusetts, New Hampshire and parts of 
Vermont and Maine, are dependent upon 
the Boston & Maine. The Maine Cen- 
tral serves central and southern Maine, 
while the Bangor & Aroostook has a 
monopoly in the northeastern section of 
the state. In addition to the outside-con- 
trolled Boston & Albany, there is the Cen- 
tral Vermont and the Grand Trunk which 
run north and south from the Canadian 
border to the Atlantic seaboard, the 
former reaching New London, Conn., and 
the latter having good tidewater facilities 
at Portland, Me. The status of these 
three outside-controlled lines will prob- 
ably not be changed by consolidation as 
they will undoubtedly continue to remain 
as parts of the systems with which they 
are now connected. 

New England is peculiarly dependent 
upon transportation. Except in the north- 
ern and extreme eastern sections, where 
agriculture and lumbering predominate, 
New England is primarily a manufactur- 
ing community. The greater part of its 
raw materials, such as cotton and wool for 
the great plants of Fall River, New Bed- 
ford, Lowell, Lawrence and Manchester, 
or hides for the shoe factories of Brockton 


‘and Lynn, must be brought from the South 


or the West or imported by water. Fuel 
must be transported long distances. New 
England’s principal markets for its fin- 
ished products are far distant from the 
plants. Transportation rates and trans- 
portation service, therefore, have a vital 
influence upon the manufacturing and gen- 
eral prosperity of New England. 

A part of the handicap of remoteness 
from raw materials and markets has been 
neutralized by commodity rates based on 
competitive influences rather than on dis- 
tance, but New England has had to be 
constantly on guard against encroachment 
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upon its rate privileges, as distance and 
the cost of service tend to play greater 
parts than heretofore in the fixing of rates. 
New England, therefore, is sensitive to 
any proposed change which may affect 
rates or service and is suspicious of any- 
thing which may be favored by their con- 
necting railroads west of the Hudson, 
since those roads serve states with which 
New England has the keenest commercial 
competition. It may be said, however, 
that the New England manufacturer is 
concerned not so much in the absolute 
rate which he pays on his freight bill as 
upon its relation to that which is paid by 
his competitor outside of New England. 
He fears any tendency which will give dis- 
tance, as an element in rate-making, a 
greater weight than it has heretofore had 
in the establishment of commodity and 
other rates fixed in the past primarily by 
the influences of sectional competition. 

This fear explains in a large measure 
why the manufacturer in New England is 
more concerned about the possible changes 
in railroad control than the manufacturer 
in New York, New Jersey, Pennsylvania 
and the Central states. The ability of the 
New Englander to continue in business de- 
pends in part upon the maintenance of 
relativity in rates. These rates, initiated 
by the New England roads, were con- 
curred in by their western connections as 
a result of the bargaining power of New 
England in westbound traffic and other 
trading factors. It might be risky, then, 
to break this trading balance by mergers 
which would combine both parties to the 
trade and leave the contro! west of the 
Hudson. 

The sentiment for an all-New England 
systemi is based primarily on considera- 
tions of sentiment and fear of what might 
happen if control of New England rail- 
roads were vested in railroad executives in 
New York, Philadelphia or Baltimore. 
Yet it overlooks the fact, to be developed 
later, that the New England carriers, 
under present rates and operating condi- 
tions, are not now self-sustaining, that 


their credit is impaired, that they are far 
behind in normal expenditures for addi- 
tions and betterments of facilities and 
equipment, and that they are unable be. 
cause of impaired credit to raise the neces. 
sary new capital on reasonable terms, 
Those who advocate consolidation with 
Trunk Lines see promise of financial re. 
habilitation, as the stronger Trunk Lines 
could give of their greater resources to 
improve facilities and service in New Eng. 
land, and they have faith that the Inter- 
state Commerce Commission and the state 
commissions may be relied upon to pre- 
vent changes in executive control from 
adversely affecting either rates or service 
in New England. 

In analyzing the two alternative plans 
from the viewpoint of New England three 
sets of factors should be considered, viz.. 


(1) Service and rates 
(2) Finance 
(3) Management. 


Under the first set of factors should be 
listed such items as competition in service, 
availability of gateways, and competition 
in rates. Under the second come such 
items as ability to meet fixed charges, pay 
dividends and maintain a surplus so that 
money may be borrowed for additions 
and betterments. Under the third is the 
responsiveness of management to local in- 
terests. Each plan must be tested further 
by reference to the law which requires that 
competition shall be preserved as fully as 
possible, that existing routes and channels 
of traffic shall be maintained as far as prac- 
ticable, and that the cost of operation as 
related to property value shall (as between 
the proposed systems in any territorial 
group) be substantially the same, so that 
uniform rates on competitive traffic may 
be employed and shall yield substantially 
the same rate of return on property value. 

From the viewpoint of New England 
the desiderata are these: the fullest mea- 
sure of competition should prevail in 
through service; no restrictions should be 
placed upon the free movernent through 
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any and all gateways; the existing differen- 
tial rates via the northern gateways and 
Canada to the West should not be dis- 
turbed; nothing should be done to hamper 
the free development of water transporta- 
tion service by coastwise lines; New Eng- 
land port development should be fostered; 
the management should be sincerely re- 
sponsive to New England interests and 
should not be hampered by interference 
from outsiders whose interests may be 
opposed to New England development; 
and, finally, the plan to be adopted should 
be financially feasible so that not only day- 
to-day solvency may be maintained but also 
so that the credit of the New England 
transportation system may be so improved 
that it will be possible to attract new cap- 
ital on reasonable terms for much needed 
improvements and enlargements in facili- 
ties and equipment. 


The New England Group Plan 


The major arguments of those who 
favor the New England group plan may 
be summarized briefly. They are these: 
As a distinct and separate part of the 
United States New England demands a 
transportation system peculiarly its own. 
It should not be hampered by outside con- 
trol of its carriers. Absentee management 
in Trunk Line territory may work against 
local interests, such as the development of 
New England ports and its coastwise boat 
service. New England’s commerce and 
industry demand the free and uninter- 
rupted use of all traffic gateways so as to 
maintain the maximum of competition. 
l'runk Line control may restrict the use 
of certain gateways. The New England 
roads as a unit, controlling their attractive 
westbound high-grade freight traffic, 
should be in a better position to secure 
good competitive service and should also 
be in a strong bargaining position to ob- 
tain better divisions on the revenues from 
interline freight. A solid New England 
system would prevent any interference by 
the Trunk Lines with the existing favor- 
able differential freight rates via the Cana- 


dian gateways. Absolute local autonomy 
in transportation should mean a respon- 
siveness on the part of management to- 
ward New England’s needs, and on the 
part of the public a higher sense of local 
interest and responsibility—financial as 
well as commercial. 

These arguments have much weight and 
they would be controlling if they were not 
overbalanced by the factor of finance. The 
New England roads are not self-support- 
ing under existing conditions. If they be- 
come self-supporting when normal busi- 
ness conditions return, they will hardly 
have sufficient net income over and above 
their charges to maintain a reserve and 
reestablish the credit so necessary to 
finance improvements vitally necessary. 
With the return of a volume of traffic as 
great as that handled in the fall of 1920, 
and the normal growth in ton-miles and 
passenger-miles which will come with the 
upward swing of the business cycle, the 
New England roads will need to expend 
large sums for improvements and enlarge- 
ments. Without these improvements and 
enlargements the heavier traffic demands 
of the near future may not be met satis- 
factorily. 

Neither the Boston & Maine nor the 
New Haven roads have been able to pay 
dividends since 1913. The Maine Cen- 
tral was forced to suspend its dividend in 
1920. The low market quotations on the 
securities of these properties indicate the 
lack of public confidence in the early re- 
vival of earning power. 

The welding together of the New Eng- 
land roads would not be a union which 
would bring added financial strength. It 
is true that the normal growth in traffic 
should bring greater operating revenues, 
but traffic in excess of economical capacity 
will carry heavier unit costs so that the 
final result in net income may be unfavor- 
able. A better basis of divisions of the 
revenues on traffic interchanged with the 
Trunk Lines will add to revenues, but 
the amount will not be sufficient to meet 
the pressing needs. Under the principles 





of the Transportation Act New England 
might be made a separate rate-making 
territory and the New England roads 
could appeal to the Interstate Commerce 
Commission to increase rates so as to bring 
the statutory rate of return upon their 
relatively high values. But even if the 
Commission should grant such authority, 
that solution of the financial problem 
would be strongly objected to by thuze 
who pay the freight, and it is doubtful 
whether New England’s commerce and 
industry could assume a freight rate: bur- 
den materially higher than that prevailing 
in contiguous competing industrial terri- 
tories. Rates set high enough to yield 
534% on the property value of the New 
England carriers might react against New 
England business so as to defeat the 
revenue purposes of the rate increases. 
The New England shipper who advo- 
cates the New England group plan may 
not know that when the ra‘lroads pre- 
pared their case for presentation to the 
Commission in 1920, it was found that 
an increase of about 58% in freight rates, 
on the then volume of traffic, would be 
necessary to yield 6% on the property 
value of the New England carriers, while 
in the remainder of the Eastern territory 
an increase of but 38% would bring 6% 
to the eastern carriers outside of New 
England. This disparity is the reflex of 
changed conditions which have borne with 
greater force on the operating expenses 
of the New England roads. It was then 
seriously proposed that the New England 
roads should ask the Commission to 
recognize New England as a separate 
rate-making territory, but the carriers 
finally decided to join with the remainder 
of the eastern territory because of the 
representations of shippers that New 
England could not stand such an increase 
and because there was some ground for 
hoping that the lines west of the Hudson 
would give the New England roads a 
larger share of the freight revenue on 
interchanged traffic. The inclusion of 
New England with the roads in Trunk 
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Line and Central Freight Association 
territories had the effect of increasing the 
average freight rate advance to 40% to 
tae entire district; in other words, the 
roads west of the Hudson were granted 
:n increase of 40% when they needed but 
a fraction more than 38%, while New 
England, which needed 58%, received but 
40%. On the volume of traffic handled 
in 1919 it was estimated that the addition. 
al increase meant about $25,000,000 more 
revenue to the roads west of the Hudson, 
and that New England would be $25,000. 
ooo short of the sum necessary to yield 
6% on property value. The proposal was 
that the divisions should be revised so that 
in effect the $25,000,000 would be trans. 
ferred from the west to the east of the 
Hudson. 

Subsequent negotiations with the lines 
west of the Hudson developed serious 
differences in opinion as to the propriety 


‘of revising the scale of divisions for that 


purpose. In the meantime the serious de- 
pression in business had so diminished the 
net revenues of the Trunk and C. F. A. 
Lines that they could take the stand that 
inasmuch as the $25,000,000 had not 
materialized there was no excess to trans- 
fer to New England. The matter was 
then taken to the Interstate Commerce 
Commission. Its first decision was um 
favorable to New England, but when the 
case was later reopened the Commission 
reversed itself and decided that the Trunk 
and Central Freight Association lines 
should, with exceptions on certain trafic, 
give New England 15% more in the 
division of joint freight revenue. This 
change in the apportionment of such 
revenue was estimated by the Commission 
as meaning an increase of about $7,000, 
000 per year to the New England roads, 
but under present conditions of business 
it is doubtful if that amount will be rea 
lized. The decision was handed dows 1! 
April, 1922. Since then the Trunk Lines 
unsuccessfully appealed to the district 
court to have the Commission enjoined 
from enforcing its decision and at last a¢ 
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counts they were preparing to appeal to 
the supreme court. This brief reference 
to the divisions case is justified as it has 
an important bearing upon the problems 
of consolidation. 

The compelling force of the factor of 
finance was recognized by Professor Rip- 
ley when he wrote his report for the Com- 
mission and he referred to it in the dis- 
cussion which preceded his conclusion that 
the New England group plan is to be pre- 
ferred to affiliation with Trunk Lines. 
But he offered no practicable proposal as 
to how the New England roads as a 
separate group may be made self-support- 
ing. He did suggest, however, that there 
should be a “‘mustering of all of the finan- 
cial resources of the region, public as well 
as private, if necessary. . . . Asa 
measure of self-protection the great 
American industries should unite in invest- 
ment in these New England roads.” He 
also suggested the expedient of state aid, 
and concluded: “No other course seems 
open except the adoption of vigorous 
measures for setting the New England 
house in order, recognizing past mistakes 
and pocketing the losses, and then pro- 
ceeding to set up a new organization which 
shall have assurance from public reputa- 
tion of straightforwardness and honesty 
that the invincible power of New Eng- 
land’s associated capital and industry shall 
loyally support the enterprise.” 

It is not likely that New England in- 
dustry will welcome the suggestion that 
its funds should be diverted into railroad 
securities of doubtful value. That part of 
Professor Ripley’s suggestions may be re- 
garded as having little actual promise. As 
to state aid: that would be but the be- 
ginning of Government ownership. If the 
Government is to assume functions of 
management as well as of regulatory con- 
trol under existing laws, it were better to 
adopt out-and-out Government ownership 
at once and face the situation frankly. 
lhree years ago, when the several plans 
for the solution of the railroad problem 
were before Congress, the public attitude 
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toward every proposal which contemplated 
Government ownership or Government 


operation was one of overwhelming dis- 


approval. It is unnecessary here to enter 
upon a discussion of the expediency of 
nationalization. Suffice it to say that such 
a policy does not appeal to those who are 
interested in the continued progress of 
New England’s commerce and industry. 
It is an alternative to be entertained only 
when all others have met with un- 
questioned failure. 


The Trunk Line Plan 


Having considered the advantages and 
disadvantages of the New England group 
plan, attention will now be directed to its 
principal alternative—the Trunk Line 
plan. One of the Commission’s proposals 
is that the New Haven and the Central 
New England shall be merged with the 
Baltimore & Ohio system and that the 
Boston & Maine, Maine Central and 
Bangor & Aroostook b. made a part of 
the New York Central. 

The principal argument for such an 
affiliation is that it will bring the financial 
strength so urgently needed by the New 
England carriers. The New England 
group plan will not bring additional finan- 
cial strength. The large financial needs 
of the weak roads in New England can be 
met by the stronger Trunk Lines without 
seriously taxing their greater resources. 
The westbound tonnage originating in 
New England is valuable traffic for the 
Trunk Lines as their heavier movement 
is eastward and their westward trains are 
not loaded to capacity. If tue Trunk 
Lines had a financial as well as a traffic 
interest in the New England roads there 
would be greater incentive for them to 
conserve and develop New England in- 
dustries and to improve transportation 
service. The greater part of the trouble- 
some questions of divisions would dis- 
appear as the entire revenue, now split be- 
tween the New England roads and the 
Trunk Lines, would go to the consolidated 
systems, 
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The financial factor is of paramount 
importance. If it were the only question 
to be considered there could be no doubt 
about the advisability of adopting the 
Trunk Line plan. But against the plan 
there are several arguments which must 
be taken into account. There is a deep- 
seated fear upon the part of many New 
Englanders that outside control might 
lead to a diversion of trafic from New 
England ports to New York, Philadelphia 
and Baltimore. There is fear also that 
the union of the New Haven with one of 
the Trunk Lines, and of the Boston & 
Maine with another Trunk Line, would 
tend toward a monopoly in each of the two 
sections south and north of the Boston & 
Albany which would deprive New England 
of the stimulus of competition in rates and 
service—particularly in service. There is 
strong apprehension that the freedom of 
gateways would be restricted if each of the 
Trnk Lines insisted upon its long haul 
via its own gateways. As a single ex- 
areple: there is a belief on the part of 
many that shippers in Providence, R. I., 
who now have rates and through service 
to the West via Worcester or Springfield 
and the New York Central as well as via 
the Poughkeepsie Bridge and the Lacka- 
wanna and via Harlem River and the 
Pennsylvania and other roads, would be 
restricted to the Harlem River gateway 
if the New Haven road were controlled 
by the Pennsylvania. Furthermore, there 
is the possibility that New England might 
lose the advantage of the low differential 
rates via the northern gateways and the 
Canadian lines to Chicago and the West, 
as these differentials are not looked upon 
with favor by the Trunk Lines. And, 
finally, there is the dread of absentee man- 
agement and the possible loss of local re- 
sponsiveness to traffic needs, and there is 
distrust in the impartiality of executive 
control lodged in New York, Philadelphia 
or Baltimore, when matters of vital con- 
cern to New England’s prosperity are up 
for action. This distrust is particularly 
keen in affairs which are of competitive 
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interest, such as the now pending port 
differential case in which Boston is striy. 
ing to have freight rates adjusted so that 
Boston will be on a parity with Baltimore 
and Philadelphia. 

Those who oppose the Trunk Line plan 
because of the fear of what may happen 
to New England overlook the fact that 
the Interstate Commerce Commission, an 
impartial tribunal created for the purpose, 
may be relied upon to prevent the Trunk 
Lines, in the exercise of their control over 
New England railroads, from practising 
unfair discrimination against New Eng. 
land. The maintenance of competition in 
rates and service and the preservation of 
existing routes and channels of traffic are, 
under the terms of the Transportation Act, 
vrerequisites of any scheme of consolida- 
tion. The Commission is obliged to insure 
that protection to any section which poten- 
tially may be adversely affected by rail- 
road consolidation. New England may 
rely upon such protection. While the 
Commission has not yet indicated what 
will be its procedure when proposals for 
large-scale consolidations come before it 
for approval, it is safe to assume that the 
Trunk Lines would be asked, and undoubt- 
edly would agree, to abide by the spirit of 
that section of the Act which aims toward 
the preservation of competition, existing 
routes, and service. The law specifically 
empowers the Commission, in approving 
plans for consolidations, to impose “such 
terms and conditions as it may deem 
proper.” Among these terms and condi- 
tions may be included an agreement that 
no attempt shall ‘be made to restrict the 
use of any gateway, or to discriminate in 
ervice, or to eliminate the differential rates 
via the northern gateways. Any evidence 
of a tendency to depart directly or in- 
directly from such an agreement could be 
corrected by the Commission. 

It is not at all probable that the adoption 
of the Trunk Line plan would have any 
effect whatever upon the very smal] amount 
of export trafic which now moves over 
New Haven rails to Boston for export 














through Boston or that which moves over 
the Boston & Maine from its Canadian 
connections. Under present conditions the 
New Haven’s export trafic from Trunk 
Line territory is negligible. The control 
of that road by the Baltimore & Ohio or 
the Pennsylvania, therefore, even if it re- 
duced that volume (which is unlikely) 
would mean little to Boston. Whether 
such trafic will move via Boston, New 
York, Philadelphia or Baltimore will be 
determined by factors which have but re- 
mote connection with alternative plans for 
consolidation. On the other hand, if the 
Boston & Maine were a part of the New 
York Central it is likely that there would 
be an increase in the amount of export 
trafic through Boston, as the New York 
Central needs an additional outlet to re- 
lieve its overloaded New York terminals, 
and the Boston & Albany will soon reach 
the economical limit of its capacity. It is 
apparent, therefore, that opposition to the 
Trunk Line plan on the score that it 
would be inimical to the interests of the 
Port of Boston is nut well founded. 

Likewise, with respect to coastwise 
boat service, it is not likely that Trunk 
Line control of the New England carriers 
would result in restrictions or unfavorable 
discrimination against New England. 
Under present conditions the railroads or- 
dinarily charge their full local rates to 
tidewater, the boat lines adjusting their 
rates as may be necessary to secure the 
trafic. Under Trunk Line control the 
railroads could charge no more than their 
full local rates as at present, and any at- 
tempt to cripple the boat lines by restric- 
tive railroad service may be checked by 
appeal to the Interstate Commerce Com- 
mission. 

The belief held by some persons that 
the problem of divisions on _ interline 
‘reight revenue would be solved advan- 
tageously to New England if the New 
England roads were combined into one 
system so as to present a solid front to the 
Trunk Lines in demanding a larger share 
of such revenue does not rest upon solid 
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ground. It might be that New England 
would be in a better position to drive a 
bargain, but just as New England ap- 
pealed to the Interstate Commerce Com- 
mission and won its recent approval of 
New England’s contention that the di- 
visions were unreasonably favorable to the 
Trunk Lines, so the Trunk Lines would 
undoubtedly appeal to the Commission if 
the New England roads as a unit insisted 
upon divisions which the Trunk Lines re- 
garded as unreasonably favorable to New 
England. Bargaining power in such cases 
cannot force concessions which are inher- 
ently unreasonable. The Trunk Lines 
could not be forced to go beyond the 
point of reasonableness. If an attempt 
were made to push them beyond that point 
they would naturally prefer to appeal to 
the Commission. In the event of such an 
appeal the question would be decided upon 
its merits, just as the recent case was de- 
cided, rather than upon relative bar- 
gaining powers. In any event, the whole 
matter is likely to be settled before any 
plan of consolidation can be made effective, 
and if the Trunk Line plan is adopted the 
greater part of the problem of divisions 
will disappear. 

The bogey of absentee management 
loses its frightfulness on close inspection. 
Throughout the length and breadth of the 
land we find many instances in which a 
railroad centrally managed in New York 
or in Chicago is faithfully serving several 
sections of the country, many of them com- 
peting. The Santa Fe, for example, is 
satisfactorily serving the Central West, 
the South West, and the Pacific Coast. 
Many other examples might be mentioned. 
The logic which demands strict local au- 
tonomy for New England as a whole de- 
mands also that separate transportation 
units should be formed for the protection 
of the Puget Sound section, Southern Cali- 
fornia, Texas, Florida, and the Michigan 
peninsula. To follow the process of 
logic a little further it would apear that 
inasmuch as there are distinct differences 
between northern and southern New Eng- 
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land there should be two separate trans- 
portation systems for New England. 

It is unnecessary, however, to deal 
entirely with conjecture in discussing the 
possible effects of Trunk Line control of a 
New England carrier. Since 1900 the 
Boston & Albany has been leased to and 
controlled by the New York Central from 
New York City. While it is true that 
there was considerable dissatisfaction dur- 
ing the first few years of outside control 
the cause for that dissatisfaction was re- 
moved in 1907. During the past 15 years 
absentee control has not been the occasion 
of legitimate complaint against the man- 
agement of the Boston & Albany. The 
transportation service of that road, its 
responsiveness to local needs, and its re- 
gard for the best interests of the territory 
which it serves, may not fairly be criticized. 
New York Central control has not hindered 
the development of the Boston & Albany 
nor the expansion of its export and im- 
port facilities at East Boston. As a matter 
of fact during the trying times of railroad 
congestion in 1911, 1917 and 1920, the 
Boston & Albany was found to be most 
adequately equipped and it gave the best 
service of any of the New England roads, 
although operated as a part of a Trunk 
Line, with executive headquarters in New 
York. 

Looking at the subject broadly it ap- 
pears that New England will work against 
its own welfare if it insists upon regard- 
ing itself as a separate economic unit dis- 
tinctly different from the rest of the coun- 
try, and allows a spirit of provincialism to 
accentuate the barrier of the Hudson river. 
Its real interests will be served better by 
integration with other sections than by iso- 
lation which sets up the six states east of 
the Hudson as a territory apart from the 
remainder of the United States. Economic 
and commercial interdependence demands 
closer associations with neighboring states 
and sections, and a breaking down of 
divisions based upon historical and senti- 
mental traditions. 








If the New Engiand roads were self. 
supporting and could meet the present and 
future needs of the section which they 
serve under rates which would not be 
prohibitive, sentimental consideration 
should be given full weight. In this case, 
however, it is plain that a consolidated 
New England system, in its present im- 
poverished condition, with its low earning 
power, and with its needs for large sums 
of new capital for improvements abso. 
lutely essential to satisfactory and eco. 
nomical service, is not self-supporting and 
cannot raise the required capital on reason. 
able terms. A rate scale which would 
yield the necessary additional revenue 
might be higher than could be borne by 
New England’s commerce and industry, 
and because it might overburden shippers 
and discourage the movement of trafic, 
the net result of advancing rates might be 
less favorable than under present rates 
which do not yield adequate income. 
Because of its relatively high terminal 
density ; its network of junctions, yards and 
branch lines; its relatively low traffic den- 
sity; its relatively short hauls; and its’ un- 
usual diversity and diffusion of traffic; the 
pro; :tty .nvestment and the operating 
costs per unit of traffic in New England 
are much higher than those of the lines 
west of the Hudson, with their greater 
tonnage density and their longer road 
hauls. The advances in the art of trans- 
portation in recent years have been greatest 
in train operation on the line between 
terminals and on roads with heavy trafic. 
These advances have been least in the 
operation of stations, terminals and yards, 
and on lines of low traffic density. Operat- 
ing expenses in New England, therefore, 
have tended to increase in greater degree 
than on the roads with heavier traffic and 
longer hauls, and New England is at 4 
disadvantage in comparison with the 
Trunk lines in operating costs, particularly 
in the important item of fuel. 
Summarizing the foregoing discussion 
of railroad consolidation from the view 
point of New England it may be said that 
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while sentimental and historical considera- 
tions and pride in local institutions favor 
the New England group plan, yet the para- 
mount importance of the financial factor 
dictates the necessity of recognizing the 
hard fact that pride and tradition alone 
will not pay the bills. Financial aid is im- 
perative. It cannot come through an all- 
New England consolidation. It may be 


had by consolidating the New England 
railroads separately with the strong Trunk 
Lines under terms which, while advantage- 
ous to the Trunk Lines, will result in 
equally as good, if not better, service, 
maintenance of competition in rates and 
service, and availability of funds for essen- 
tial improvements in facilities and equip- 
ment. 











THE EFFECT OF HEDGING 
UPON FLOUR MILL CONTROL 


By RALPH D. STILES 


tention in the many discussions on 

accounting subjects which have ap- 
peared in recent years. While uniform 
cost and general accounting systems have 
been put forth for many industries, there 
have apparently been no systems devel- 
oped for flour mills beyond those in a few 
pamphlets issued while the milling indus- 
try was under federal control. These sys- 
tems practically ignore the effect of hedg- 
ing upon the financial, operating, and cost 
statements of flour mills. These govern- 
mental publications failed to deal with 
hedging, because when they were issued 
government price-fixing eliminated the ne- 
cessity of hedging. 

Hedging is so vitally connected with the 
operation of a flour mill that it must be 
considered in connection with almost every 
phase of flour mill accounting. In order 
that their accounting systems may show 
the results of hedging operations, millers 
have been forced to adopt certain practises 
which have been criticized by accountants. 
When the principles of hedging are under- 
stood, however, these practises are seen 
to be the only correct and logica: «. “s to 
follow in operating a flour mill accou...ting 
system. 

Failure to realize the fundamental 
significance of hedging has led the Federal 
Trade Commission, in its Report on Com- 
mercial Wheat Flour Milling, to state on 
page 55: “Cost accounts (of flour mill- 
ing corporations) were seriously vitiated 
by the use of market value in the place of 
actual or average cost of grain, flour, and 
sacks in taking inventories. This bad ac- 
counting practise was defended as offset- 
ting to some extent the equally bad prac- 


B esi mills have received scant at- 


tise of increasing or decreasing profits by 
the estimated profit or loss on unfilled 
orders. The latter practise is the more to 
be condemned because it transfers profits 
or losses from the year in which they are 
realized into the preceding year, while con. 
tinuing to show the sales in the year in 
which the delivery is made. It was for- 
tunately found possible, however, to place 
the wheat and flour inventories of the im- 
portant companies on an approximate cost 
valuation, and all estimates of gains and 
losses on unfilled orders were rejected.” 
_ While the above statements might seem 
justifiable to a student of standard ac. 
counting theory, an accountant familiar 
with the practical aspects of flour mill 
hedging operations would reject the above 
paragraph as entirely incorrect. As long 
as accountants do not take into considera- 
tion the fundamental differences which set 
off the accounting systems of flour mills 
which hedge from those of other indus- 
tries, their efforts are doomed to failure. 
It is an accepted principle of constructive 
accounting that a system must fit the needs 
and peculiarities of a business. The busi- 
ness cannot be revolutionized to fit the 
theories of an accounting system. 


I. Theory of Hedging as Applied to 
Flour Mills 


As a result of the lack of general under- 
standing of the purposes and nature of 
hedging, it has ‘been the object of many 
unjustifiable attacks. ‘The scope of this 
article does not include an analysis 0! 
these criticisms. Suffice it to say that 
the great northwestern milling territory 
no conservative miller or miller’s banker 
would consider that a flour miller w’s 
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using ordinary business judgment if the 
risk of loss due to price fluctuations were 
not insured against by hedging. 

In order to understand how hedging 
eliminates speculation and risk, the fol- 
lowing points must be kept in mind: 


1. The prices of cash wheat and of future con- 
tracts for delivery in subsequent months 
(May, July, September, and December) 
fluctuate in very close harmony. A careful 
statistical analysis of cash and future price 
relationships during normal periods has shown 
a uniformity of movement of 90% or better. 


2. Since wheat is a seasonal product, a flour 
mill, in order to secure the proper grade and 
quantity of wheat, must often buy enough 
wheat when the crops are moving to last until 
the new crop is marketed. Since the price 
of wheat is subject to sudden fluctuation, a 
drop of 15 to 20 cents in price might bank- 
rupt a flour mill having millions of bushels of 
wheat in its elevators or purchased on “to- 
arrive contracts,” because the flour made out 
of this wheat would necessarily be sold at 
the new price basis. 


3. A flour mill must make contracts months in 
advance for delivery of flour. Since the sales 
price is based on the cash wheat price existing 
on the day of sale, which at certain seasons 
of the year is prior to the purchase of the 
wheat by the mill or to its production by 
the farmer, a rise in price before the wheat 
is purchased would result in heavy loss to 
the mill. Although the consumption of flour 
is practically constant, the demand as repre- 
sented by orders for future delivery is extreme- 
ly variable. One year a flour mill may have 
orders which, if expressed in bushel equiv- 
alents, far exceed its wheat stocks, while at 
the corresponding time the next year the un- 
filled orders are but a small fraction of the 
wheat stocks. The miller must be prepared 
to meet any situation which may arise, at 
the same time protecting himself against loss 
due to price fluctuations. He accomplishes 
this double purpose by careful hedging. 


Manufacturers, who purchase large 
quantities of raw materials in advance of 
current needs or who book orders for fu- 
ture delivery at current prices, are familiar 
with the dangers of loss involved. The 
risk is especially great when the manufac- 
turer deals in a commedity such as wheat, 
in which there are rapid price fluctuations 
and narrow manufacturing profits. 
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Many manufacturers protect themselves 
from the risk by purchasing each day only 
sufficient raw material to manufacture that 
day’s sales for future delivery. In this 
manner, a perfect hedge is maintained; 
the raw material is bought and the finished 
product sold on exactly the same price 
level. A manufacturer who has made this 
kind of hedge, if he knows the amount of 
the material to be used in making the fin- 
ished product and the average manufac- 
turing, selling, and administrative ex- 
penses, can set a selling price which will 
yield his estimated return for the service 
performed, regardless of the delivery date 
on the sales contract. 

The cost price can be estimated as fol- 
lows: 


Cost of raw material (units required to make 
finished product multiplied by unit price on sale 





RE ictidhnicce +400 cc nckrabiataemaeamnnes $x.xx 

Estimated manufacturing, selling, and administra- 
GG GHD on cc cess cuscndgnedasesciessetes X.xx 
$x.xx 


Using these costs, the manufacturer will 
set a price based on current conditions, 
which will result in a maximum profit or, 
if a profit is not possible, a minimum loss. 
There is a tendency among cost account- 
ants to assert that selling price must be 
based on cost and to add a percentage to 
cost to set the selling price. The events 
of the past two years have shown that the 
selling price sometimes must be cost or 
below. Cost figures are not necessarily to 
be ignored or eliminated, but must be con- 
sidered in the light of current market con- 
ditions. Selling price always depends up- 
on the exchange value of a product at time 
of sale. It is a generally accepted prin- 
ciple of economics that, although the ex- 
change value of a commodity in the long 
run must equal or exceed its cost of pro- 
duction, this value at certain stages in the 
business cycle falls below cost on account 
of market conditions as represented by de- 
mand and supply. 


II. Hedging in Practise 


Because of the conditions of seasonal 
production, constant consumption, and 
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periodic demand which prevail in the flour 
milling industry, the miller cannot main- 
tain a daily balance between raw material 
stocks and unfilled orders by purchasing 
each day the actual wheat to cover that 
day’s flour sales. In order to secure in 
another way a daily balance between 
wheat purchases and flour sales, and for 
this purpose only, the miller enters the 
future trading floor. He may either buy 
or sell future contracts to maintain this 
balance. 

If, for example, on July 1 the sales of 
flour were 6,000 barrels requiring 3c,000 
bushels of wheat (assuming that five 
bushels of wheat make one barrel of 
flour)? while the purchases of cash wheat 
were only 12,000 bushels, the miller would 
purchase future contracts for delivery in 
some future trading month, September 
perhaps, to the amount of 18,000 bushels. 

A flour mill prepares every day a “long 
and short statement,” showing the relation 
between wheat purchases, flour sales, and 
future trades of the day. The statement 
for July 1 is shown below: 


fe Se 12,000 bu. 

Futures purchased............. 18,000 bu. 
———— 3,000 bu 

Flour sales (bushel equivalent)......... 30,000 bu. 


The fact that the miller has purchased 
a September future contract does not 
necessarily mean that he will accept de- 
livery of wheat on these contracts. Méil- 
lers ordinarily prefer to inspect the wheat 
they purchase to insure that it conforms to 
their milling standard. The wheat deliv- 
ered on future contracts is of the lowest 
possible grade that will satisfy contract 
requirements. A large quantity of this 
“contract wheat” would be very undesir- 
able. When the miller desires actual 
wheat, he purchases cash wheat and sells 


2 The yield basis, i. e., the number of bushels of wheat 
mecessary to produce a barrel of flour, is assumed to be, 
five bushels. The exact ip changes constantly, depend- 
ing upon the efficiency of milling operations, the character 
of wheat used, and the grade and standard of flour pro- 
duced. Many involved problems arise in determining the 
exact yield to be used in reducing bushels of wheat to 
barrel equivalents and barrels of flour to bushel equivalents. 
The use of the ye is further complicated by the necessity 
of calculating the amount of by-products produced by va- 
rious yields. The amount of by-products and their market 
price have a significant effect upon the determination of 
the net cost of a barrel of flour. 
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the September future, thus maintaining his 
hedge and securing the desired grade of 
wheat. If the miller desires to keep in 
effect the quantity hedge without accepting 
actual wheat, he may sell the September 
future and purchase the December future. 
Now, if the sales on July 2 were only 
2,000 barrels of flour (equivalent to 10, 
000 bushels of wheat) while wheat pur. 
chases were 15,000 bushels, the miller 
would hedge by selling futures for 5,000 
bushels. ‘The “long and short statement” 
for July 2 shows the maintenance of the 
hedge: 
Wheat pustheses.... ..o..sscansecnenecese 
Flour sales (bushel equivalent) . 10,000 bu. 
PUNNONE GUEES io. i vcnecvecdta 5,000 bu. 
15,000 bu. 

The practical working out of the prin- 
ciple of hedging is illustrated below. In 
the following examples the future price 
has been assumed to exceed the cash price 
by an amount sufficient to cover “carrying 
charges;” that is, storage and handling, 
interest on capital invested, and so forth 
—about “%c a month. 


EXAMPLE I. 
Assume: 2,000 barrels of flour sold when cash 
wheat is $1.25; futures for 10,000 bushels 
purchased at $1.26 to protect sale. 

(2,000 x § ‘bushels = 10,000 bushels) 


Now, if the cash price rises to $1.40 and the 
future to $1.41, at the time the miller buys 
the cash grain and sells the future, the profit 
on the option just offsets the loss on the un- 
filled order, as is shown below: 


Future Contract: 


Sold 10,000 bu. @ $1.41............. $14,100 
Purchased 10,000 bu. @ $1.26....... 12,600 





Profit on Future Contract.............- 


Unfilled Order: 


Cost of 10,000 bu. of wheat @ $1.40. . $14,000 
Estimated cost of 10,000 bu. when sale 
was made, on $1.25 price basis.... 


Loss on Unfilled Order............+++: 


If the price of wheat had dropped 15¢c, to 
$1.10 cash and $1.11 future, there woul 
have been a profit of $1,500 on the unfilled 
order, which would have been counterbalanced 
by a $1,500 loss on the future contract. 

the miller had not hedged by purchasing the 
future, he would have made a pore Pre 


12,500 








































rofit of $1,500. He is, however, willing to 

osilies this possible speculative profit in order 
to insure the normal return for his milling 
services. 


EXAMPLE 2. 
Assume: 10,000 bushels of cash wheat pur- 
chased at $1.25. No flour sales made. 


The miller will protect himself by selling 
futures at $1.26. If cash wheat falls to $1.10 
before the flour is sold, there will be a loss 
of 15c a bushel on the wheat. There will, 
however, be a counterbalancing profit in the 
future trade, since the future price will have 
dropped approximately 15c also, or to $1.11. 


Future Contract: 


Sold 10,000 bu. @ $1.26.......+2--0+ $12,600 
Purchased 10,000 bu. @ $1.11........ 11,100 





Profit on Future Contract...........++-- $1,500 


Wheat Inventory: 
Purchased 10,000 bu. @ $1.25........ $12,500 
Sold (Flour Sale) 10,000 bu. @ $1.10. 11,000 





Loss on Wheat Inventory...........--+- $1,500 


If the price of wheat had risen 15c a bushel, 
there would have been a $1,500 profit on the 
wheat and a loss of $1,500 on the future, 
which the miller would be willing to pay to 
insure the return on his milling operations. 


“Hedging” and “future trading” do not 
necessarily mean the same thing. A flour 
mill may be completely hedged without 
being “long” or “‘short”’ a single bushel of 
grain on any future trading floor. Such a 
hedge exists when unfilled orders are equal 
to wheat stocks on hand or purchased ‘“‘to 
arrive.” As soon as this balance is dis- 
turbed, it is re-established by buying or 
selling futures. 


III. Methods of Accounting for Profits 
and Losses on Future Trades 


The purpose of hedging is to insure as 
soon as the sale is made the estimated 
manufacturing return beyond the possibil- 
ity of loss, except in the case of the 
cancelation of orders. Sales of any con- 
siderable size which are made at branch 
offices throughout the country are usually 
telegraphed in to the main offices of the 
large milling companies, so that they may 
be hedged within a few hours after the 


sale, on approximately the same price 
level. 
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When the miller makes a future trade, 
he must advance margins to cover any 
losses due to a rise in price if he is “short” 
or a fall in price if he is “long.” If the 
price of futures continues to go against 
him, he must advance more margins, thus 
automatically paying his losses from day 
to day. If, however, the market goes 
in his favor; that is, rises if he is “long” 
or falls if he is “short,” he may draw 
down profits in excess of margin require- 
ments. . 

When the trade is closed, the commis- 
sicn house handling it renders a Purchase 
and Sale Slip. This slip shows the profit 
or loss, as measured by the difference be- 
tween the selling and purchase prices of 
closed future trades. The profit or loss is 
credited or debited to the miller’s account, 
which is kept on a running basis. 

Flour mills maintaining membership in 
a Chamber of Commerce Clearing Associ- 
ation bring their future trades to the mar- 
ket every day. The Clearing Association 
acts as a buyer to each seller, and a seller 
to each buyer. The profit of one member 
is automatically offset by the loss of an- 
other member, so that profits and losses 
may be cleared daily in a manner similar 
to that used in bank clearing houses. Every 
member receives a check for his profits or 
gives a check for his losses daily, the set- 
tlement being based on the closing price 
on the trading floor. The profit or loss 
on these trades is thus taken into the ac- 
counts daily as paid or received. 

The profits and losses of a flour mill 
may be divided into: 


I. REALIZED PROFITS AND LOSSES ON 
(a) Deliveries of flour and by-products. 
(b) Closed future trades. 


(c) Future trades on which profits and losses 
are cleared daily. 


2. UNREALIZED PROFITS AND LOSSES ON 
(a) Wheat inventory value fluctuations, 
found by comparing the market price with 
the cost of the wheat. 
(b) Unfilled flour and by-product orders, 
found by deducting from the sales contract 
price of these orders the cost of flour and 
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by-products actually on hand plus the esti- 
mated cost at market to make sufficient addi- 
tional flour to fill the remaining orders, after 
making adjustments for an oversold or under- 
sold condition in connection with by-products. 


(c) Open future trades. (An open trade is 
one on which a future has been bought or 
sold and is still outstanding at the date of 
the “cut-off,” the milling term for closing the 
books. An open trade becomes a closed trade 
by a contra deal; i. e., by a sale if the open 
trade is a purchase, or by a purchase if the 
open trade is a sale.) The profit or loss 
on open trades is found by comparing the 
closing market quotations of the futures on 
the “cut-off” date with the price at which 
the future purchase or sale was made. 


The quotation from the Federal Trade 
Commission’s report criticises the account- 
ing systems of flour mills for taking into 
account the unrealized profits and losses. 
These profits ...d losses are determined by 
“bringing a’! factors to the market,” a 
process emp!oyed in closing the books of 
flour mills, grain dealers, and elevators. 

By means of this hedge the miller has 
kept his wheat inventories and unfilled 
orders adjusted to the market, since the 
losses on one side of the hedge are coun- 
terbalanced by profits on the other. 
Actual cost is from the hedging point-of- 
view market price, since the hedge auto- 
matically adjusts costs to the market. 
Therefore, all factors must be brought to 
the market, if the operating and financia! 
statements of the company are to reflect 
the true condition of its affairs. 

The accountant trained in standard ac- 
counting procedure may think that the use 
of market values is wrong, but he experi- 
ences great difficulty in convincing a miller 
that wheat which cost $1.50 would be 
valued at that price if it has been hedged 
and has risen in value to $1.75. As a 
result of his hedging the miller has paid 
out a loss of 25c a bushel or has taken this 
loss into his accounts in losses on open 
trades or unfilled orders, and therefore 
most logically feels that he is entitled to 
take into consideration the 25c profit on 
his cash wheat. In the same manner, if 


wheat has dropped to $1.25 the miller 


values it at market rather than at cost and 
considers it justifiable to take into his 
profits the 25c a bushel made on open 
trades or unfilled flour orders. 

The question may logically be asked 
why unrealized profits cannot be entirely 
ignored and only realized profits consid. 
ered. This may be done, but the results 
secured are almost certain to be mis. 
leading. 

Assume, for example, that a miller buys 
2,000,000 bushels of cash wheat in Oc. 
tober at $1.00 a bushel. He hedges this 
wheat by selling December futures at 
$1.01. Prior to December, the price of 
cash wheat rises to $1.40 and December 
futures to $1.41. The miller does not 
wish to make delivery on the December 
futures, because he wishes to keep his 
wheat to fill orders for flour received in 
subsequent months. He does, however, 
desire to remain hedged. Therefore, he 
closes his December trade by buying De- 
cember futures and sells May futures. In 
order to close the December futures he 
must take 4oc loss per bushel, or $800,- 
000. In every sense of the term the 
$800,000 is a realized loss, as it has been 
paid out or charged to the miller’s ac- 
count. The miller still has 2,000,000 
bushels of actual wheat on hand, which 
has appreciated in value 40c a bushel. If 
this wheat were inventoried at cost rather 
than at market, a loss of $800,000 would 
be imposed on one period and an unearned 
profit of $800,000 credited to subsequent 
periods when the flour made of this wheat 
was delivered. 

The results would be still more mislead- 
ing if the profits and losses on open trades 
were settled daily through a Clearing As 
sociation. To include in the results of a 
period the profits or losses on open future 
trades, as they must be included, and yet 
to deny that the counterbalancing elements 
may be considered is to make the account: 
ing statements valueless as a guide to ac- 
tual profits or losses of the business. 

When the significance of the methods 
followed in flour mill accounting is under- 
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stood, it can be seen that the figures as to 
comparative yearly profits so carefully 
computed by the Federal Trade Commis- 
sion are subject to most serious criticism. 

It may be said that the miller is consid- 
ering his profits as based on sales. He 
admits this and says that he is doing ex- 
actly that when he hedges each sale by 
buying cash wheat or a future. He feels 
that the unrealized part of this profit has 
been amply protected by his hedge. 

It may also be said in criticism that 
orders for four may be canceled and that 
the profit may never be realized. The 
miller admits this, but advocates taking 
this loss in the period in which the can- 
celation occurs. Until the sale is canceled, 
it is protected by a hedge. As the market 
fluctuates up and down, profits or losses on 
the hedge result. These profits or losses 
must be taken into account as they occur 
and are actual profits and losses even 
though the sale is subsequently canceled. 
When the sale is canceled, the resulting 
loss or profit on the sale is shown in the 
unrealized section of the operating state- 
ment for that period and the hedge on the 
sale is removed. The average cancela- 
tions are usually not very numerous—not 
more than 2% or 3% of the total sales. 


IV. Accounting Safeguards 


In considering his unrealized profits and 
losses as a part of his net profit or loss the 
miller uses certain safeguards, which re- 
sult in statements which are conservative 
and at the same time really indicative of 
the results of a period: 


1. The division of the net profit or loss into the 
realized and unrealized profit and loss. 


A board of directors, in studying an operat- 
ing statement, would be interested to know 
the net profit or loss, but would also desire 
to learn the amount of the profit which was 
unrealized although protected, or the amount 
of the loss which was as yet unrealized, but 
which would occur in subsequent periods. 


2. The carrying forward of unrealized profits 
and losses to subsequent periods. 
If the unrealized profits on the “cut-off” date 
are carried forward as an asset on the financial 
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statement, as must be done to enable the re- 
sults of the operating and financial statements 
to balance, they automatically become a debit 
to the subsequent period in the same mannet 
as an opening inventory. The new period 
cannot show a profit until it has taken into 
its net profits an amount sufficient to offset 
the unrealized profit considered in the earn- 
ings of preceding periods. 

In the same manner an unrealized loss is car- 
ried forward as a liability on the financial 
statement to be credited to the next period. 
When this subsequent period suffers the loss 
which was already taken into account in pre- 
ceding periods, the amount of this loss will 
not appear in the current profit and loss. 


Profits and losses are considered but once, 
that is, at the time of sale. From the time 
of sale to the time of delivery, the profit is 
unrealized; after delivery, it is realized. For 
example, if the unrealized profits on the date 
of a “cut-off” were $3,000, this unrealized 
asset of $3,000 would be debited to the suc- 
ceeding period. If, in this next period, no 
sales were made, but all deliveries made on 
unfilled orders, all wheat used, and all future 
trades closed, the realized profit would be ap- 
proximately $3,000. Against this credit of 
$3,000 would, however, appear the debit of 
$3,000 from the preceding periods, showing 
neither profit nor loss for the current period. 
This would be the result expected, since there 
were no sales. Each period is placed upon its 
own merits, so that the results indicate the 
profits or losses being secured from sales dur- 
ing that time. 


3. The use of conservatism in estimating the 


expense per barrel in manufacturing and de- 
livering the flour to fill unfilled orders. 


The higher the estimated expense per barrel, 
the less will be the profit or the greater the 
loss on unfilled orders. Following the usual 
conservative characteristics of flour mill ac- 
counting, the cost is estimated at a figure suffi- 
ciently high to cover all expenses plus a rea- 
sonable margin for safety. 


V.. Conclusion 


Accounting statements showing both 
realized and unrealized profits and losses 
must be prepared by every flour mill which 
attempts to hedge, if these statements are 
to reflect actual results. This method of 
preparing statements is founded on the 
fundamental accounting principle of mak- 
ing the accounts of a corporation show its 
true condition. The operating statements 
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take into consideration every loss as soon 
as it makes its appearance and distinctly 
show the profits which are fully realized 
and those which are to be realized, but 
which are protected by a policy of careful 
hedging. 


Until cost and general accounting state. 
ments and systems designed for use in the 
milling industry are adapted to fit the 
necessities and peculiarities of the busi- 
ness, as outlined above, millers cannot be 
expected to give them serious atteation, 
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THE USE AND LIMITATIONS OF 
PSYCHOLOGICAL TESTS 


By DANIEL STARCH 


Ts business world is interested in 
two things: (1) The control of 
machines and (2) the control of 
men—the control of physical forces and 
the control of human forces. Most of our 
advancement and most of our applied sci- 
ence have been aimed in that direction. 
Most of the progress made thus far has 
been made in the control of physical forces 
and machines. Some progress, although 
much less, has been made in the scientific 
control of human forces. 

In the first place, present-day psy- 
chology is attempting to show incidentally 
the fallacy of the old but persistent 
pseudo-systems of evaluating and analyz- 
ing character; but in the second place, its 
main interest is in attempting to show the 
possibility of applying scientific methods 
to the problems of controlling human 
forces. 

Business consists of human reactions 
and relations because business is done by 
human beings, and in that broad sense 
business is psychological in nature. Busi- 
ness and industry consist in the control of 
human beings who in turn control the 
physical forces, materials and machines. 
We shall not attempt here to deal with 
this large field, but we shall confine our 
discussion to one concrete aspect, namely, 
the evaluation of given individuals by sci- 
entific methods in relation to specific tasks 
to be done. 

Beginnings are now being made in the 
application of the scientific methods of 
psychology to these problems. Methods 
already available are being used or 
adapted, and new ones are being devised. 
With the increasing recognition of the im- 
portance of these problems, and with the 


pressing need of preventing the control of 
human forces from lagging too far behind 
the control of physical forces and ma- 
terials, far-seeing business men are turning 
to psychology for the possible help which 
it may be able to render, and psychologists 
are now recognizing that the human prob- 
lems of business and industry are ex- 
tremely important psychological problems 
and are endeavoring to apply their meth- 
ods and technique to the solution of them. 

The problems of human engineering 
have of course always been recognized. 
This is indicated in no better way than by 
the extent to which business men have 
turned to all sorts of methods which have 
had a semblance of plausibility. So-called 
professional character-analysts have long 
flourished and are flourishing today to a 
remarkable extent. It is surprising to ob- 
serve to what extent able, intelligent busi- 
ness men have turned, and are still turn- 
ing, to the methods and counsel of the 
quack with his boasted, ready-made, dog- 
matic and infallible methods of dissecting 
the menta! and moral qualities of persons 
in relation to a given task. Possibly the 
explanation is that these schemes on the 
surface seem plausible, and that the busy 
executive has not had time or opportunity 
to examine them critically. 


I. Fallacious Systems of Selecting 
Employees 


Before I shall attempt to outline and 
illustrate some of the approaches that are 
now being made in a thoroughly scientific 
way by present-day psychology, I wish to 
point out concretely how the charlatan 
operates and the extent to which business 
concerns manned by talented executives, 
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RESULTS OF PSYCHOLOGICAL TESTS APPLIED 


TO VARIOUS GROUPS OF EMPLOYEES 


accept and pay in a substantial way for 
such counsel in the selection of employees. 
Two or three instances will suffice. 

A typical example of such procedure is 
the following case. A large automobile 
concern wishing to secure two salesmen in- 
serted a notice to this effect in the classified 
section of a Sunday newspaper. Some fifty 
applications were received. The company 
wrote each applicant a letter asking each 
one to appear at a given time and place. 
On this occasion the character-analyst, 
regularly engaged for the purpose, arrived 
to look over these men and to make the 
selection for the company. His first step 
was to meet all of these men in one room 
to shake hands with them, and by a glance, 
to reject as many as he decided to be unfit 
on this simple superficial basis. The re- 
maining men, a relatively small number, 
were then taken te another rdom and gone 
over more fully accoraing to his system of 
analysing facial and cranial features. His 


system differed in no essential respects 
from the ones currently known. Two men 
were thus selected and employed by the 
company. 

Another illustration is that of a com- 
pany which wished to secure an important 
executive. In this case che official of the 
company responsible for the selection of 
this executive turned to the art of graph- 
ology for an analysis of the characteristics 
and qualifications of the applicants. Each 
applicant was asked to present a sample of 
his hand writing. These samples were 
then submitted to a graphologist and on 
the basis of his analysis and recommenda- 
tion the selection was made. 

A third example is that of a company 
which inserted a notice in a well-known 
and widely circulated business periodical 
advertising for applicants for a certain 
important executive position by asking in 
the announcement to have the applicant 
send a picture of himself in various atti- 
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tudes, including a front view, a profile 
view, a front view with the palms of the 
hands showing and another view with the 
hacks of the hands showing. The choice 
was to be made according to the facial, 
cranial, and manual features shown in the 
photographs. 

Certain systems of these types of char- 
acter-analysis are now widely distributed. 
Since the terms “‘phrenologist,” “physiog- 
nomist,” “palmist’” and “graphologist,” 
have fallen into disrepute, the persons 
practising these arts now refer to them- 
selves preferably by the term, character- 
analysts and sometimes even “applied 
psychologists”; but the methods and sys- 
tems are substantially the same as those 
which have existed for a long time under 
the former names. 

Space will not permit here a detailed 
discussion or critique of these systems. 
Suffice it to say that the classifications of 
persons into such types, as motive, intel- 
lectual, squate-headed, triangular, convex, 
concave and the like, by the shape of the 
face or the contour of the head, and the 
supposed corresponding mental and moral 
qualities which are predicated on their 
basis are unfounded, and would need no 
refutation from the standpoint of present- 
day experimental psychology, were it not 
for the extent to which such theories are 
accepted by many persons and acted upon 
in managing men. 

The study of the brain and the investi- 
gations of experimental psychology have 
shown that the contour of the face and 
the contour of the brain give no. direct 
measure of the strength or relative pre- 
dominance of various intellectual and 
moral traits. It is true that the sensory 
and motor functions have been mapped 
and located in various parts of the brain 
with considerable accuracy; however, the 
complex traits of mind and character are 
not so simply confined to certain limited 
areas of the brain. Such moral qualities 
as punctuality, truthfulness, or such intel- 
lectual qualities as discrimination and judg- 
ment, clearness and rapidity of thinking, 
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or knowledge and range of information, 
are not confined to specific or limited 
areas. They are so complex that they in- 
volve large portions of mental and cere- 
bral functions if not actually the entire 
brain capacity. 

To illustrate the unfounded nature of 
one particular method of interpreting 
traits of character by hand-writing, we 
may note that practically all systems of 
graphology agree that an upward slant of 
the lines in hand-writing on an unruled 
sheet of paper is an indication of an ambi- 
tious nature. Incidentally, it may be 
pointed out that most of the traits in many 
of these schemes are based on superficial 
analogy. An upward slant in hand-writing 
is at once taken as an indication of an up- 
ward looking ambitious nature. 
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FIGURE 2: RESULTS OF PSYCHOLOGICAL 
TESTS APPLIED TO SHOE SALESMEN 
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Dr. C. L. Huil submitted this character- 
istic to a careful test, by obtaining samples 
of hand-writing from a group of 17 young 
men who intimately knew each other. 
After these samples had been obtained 
each of the 17 men was asked to rank in 
order the other 16 men according to his 
general impression of their ambitiousness. 
Such a characteristic as an upward or 
downward slant of hand-writing can read- 
ily be measured objectively by a simple 
device. Accordingly, the 17 samples of 
hand-writing were measured to determine 
the amount of upward and downward 
slant. The amount of deviation up or 
down was then compared with the com- 
bined rank of the 17 men to determine 
whether or not, according to the judgment 
of tnese men, the ones of a more ambitious 
make-up were also the ones who tei:ded to 
have an upward slant of hand-writing. 
The results showed no such relationship. 
Other traits of character were compared 
in the same way in these samples of writ- 
ing and in no case was there any uniform 
relationship between the actual traits pos- 
sessed by these men and the careful 
measurements of that characteristic of 
hand-writing which is supposed to indicate 
each particular trait. 


II. Accomplishments of Psychological 
Analysis in Relation to Business 


Let us now turn to the question, ‘What 
may the scientific methods of present-day 
psychology do in analysing human char- 
acter, qualities, and aptitudes for specific 
types of occupation or tasks’? Up to the 
present time, it is fair to say that a substan- 
tial beginning has been made, that while 
the experimental investigations are only 
in their beginning, sufficient work has been 
done to indicate what the possibilities as 
well as the limitations are, and what may 
reasonably be expected in the future. 

Two important and specific accomplish- 
ments thus far may be mentioned. In the 
first place, psychological investigations 
made during the past decade and particu- 
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larly during the Past five years have 
demonstrated that it is possible to measure 
general intelligence, ability or mental alert. 
ness at least within approximate limits 
The possibility of doing this is a large step 
in the direction of the solution of some of 
the problems of human engineering. The 
measurement of general intelligence or 
mental alertness, as we may prefer to 
designate measurements of this type, js 
perhaps the greatest achievement of mod. 
ern psychology, and possibly one of the 
greatest achievements of modern times, 
Consider what this means and what the 
possibilities of it will be. In all sorts of 
situations wherever men are concerned, we 
treed to know what are the abilities and 
aptitudes of the persons concerned and to 
what extent they are fitted for specific oc. 
cupations or jobs. We know as a matter 
of general observation that general intelli- 
gence or general ability plays an important 
role in human intercourse and that varying 
amounts of it are required for various 
types of -vork. While the measurement of 
intelligence is by no means a complete 
evaluation of a human being it is one ot 
the few most important elements. The 
approximate measurement of this impor- 
tant aspect of human nature is a substan- 
tial advance in evaluating men in relation 
to tasks. 

In the second place, in addition to the 
measurement of general intelligence, we 
are beginning now to measure with some 
degree of approximation, special aptitudes 
and qualities required for various types of 
occupations and tasks. This phase of the 
work is a very difficult part of the experi- 
mental analysis of abilities and personal 
traits, and is perhaps an even more difficult 
undertaking than the measurement of 
general intelligence or mental alertness. 
Less has as yet been accomplished in this 
direction; but important and promising be- 
ginnings have been made. Besides need- 
ing to know what range or level of general 
intelligence is required for a given job we 
also need to know what specific aptitude, 
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FIGURE 3: 


RESULTS OF PSYCHOLOGICAL TESTS 


APPLIED TO RETAIL SHOE SALESMEN AND SALESWOMEN 


knowledge and skill within that level of 
intelligence are needed to be successful in 
doing the task and in being happy and 
satisfied in it. 


III. Applications of Psychological Tests 


Let us turn now specifically to two or 
three concrete examples to_ illustrate 
the manner in which tests of general in- 
telligence and tests of specific occupational 
fitness may be carried out, the manner in 
which the results may be interpreted and 
the extent to which they may be useful to 
a business concern. 

First, let us note the fact that there is 
a marked and wide variation in the level 
of general ability or intelligence required 
for various types of work. This point 
may be illustrated by examining Figure 1. 
This chart shows five groups of persons 
engaged in the various types of work men- 
tioned. The chart is so drawn that the 
right end represents high ability or intel- 
ligence, and the left end represents low 


ability. Certain recognized tests of men- 
tal alertness or intelligence were applied 
to these groups. The length of the hori- 
zontal bar for each group represents the 
range of general ability possessed by each 
group. The upper bar represents a group 
of approximately 300 graduate men stu- 
dents who are preparing themselves to be- 
come business executives. The second bar 
from the top represents a group of retail 
shoe salesmen. The third bar represents 
a group of assistant buyers and semi-ex- 
ecutives in a retail store of women’s fur- 
nishings. The next bar represents the 
saleswomen in the same store, and the last 
bar represents the waitresses in a chain of 
restaurants. 

The outstanding fact shown by this fig- 
ure is the actual difference in ability appar- 
ently required for these various types o 
work and also the fact that it is possible to 
measure this ability with a reasonably sat- 
isfactory degree of accuracy. The differ- 
ences between the groups is marked, 
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particularly among those in the upper por- 
tion of the figure. 

It will be interesting in the next place 
to note the further detailed analysis of 
several of the groups represented on this 
chart. Figure 2 represents the shoe sales- 
men analyzed from the standpoint of their 
value as salesmen in relation to their test 
scores. The executive who knew this 
group of men was asked to classify them 
from the standpoint of their value as sales- 
men into three groups, namely: very 
good, good, and mediocre. 

The good and very good groups were 
combined and are shown in Figure 2 by 
the upper right-hand bar. The mediocre 
group is shown by the left-hand bar. It 
will be noted that the average score of the 
good group was 46 in the particular tests 
that were used, and of the mediocre group, 
32. The significant fact further is that 
the tests separated to quite a large extent 
these two groups of shoe salesmen. The 


person in the good group who made the 
lowest score did not fall down to the 
average of the mediocre group and on the 
other hand, the highest score made by a 
man in the mediocre group did not reach 
up to the average of the good group, 
While there is a certain amount of over. 
lapping between the upper ones of the 
mediocre group and the lower ones in the 
good group, there is nevertheless a definite 
separation between them. From the 
standpoint of the selection of applicants, 
if the particular tests here employed were 
used, it is evident that if all men with a 
score of 33 or below on these tests were 
rejected, none of the good or very good 
men would be rejected, and 57% of the 
mediocre group would be rejected. It is 
clear, therefore, that the use of these 
tests will help materially in determining a 
point below which the chances are largely 
against a person that he will be satisfac. 
tory in this type of work. 









































4= Median Score i 


Above Average 





Average 























Below Average @ 





























' a 1 











16 18 20 22 


i a = TS 2 ee 























FIGURE 4: RESULTS OF PSYCHOLOGICAL 
© AND OCCUPATIONAL TESTS APPLIED TO SHOE SALESMEN AND SALESWOMEN 
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Figure 3 represents a still more detailed 
analysis of another group of shoe sales- 
men and women. In this instance, the ex- 
ecutive who knew all of these men and 
women was asked to put them into three 
groups, namely, above average, average 
and below average. Each dot in the fig- 
ure represents one individual. It will be 
noted that there is a distinct difference be- 
tween these three groups. Thus, the be- 
low-average group had an average score 
of 41, the average group had an average 
score of 71 and the above-average group 
had an average score of 96. It will be 
noted, however, that there is a consider- 
able amount of overlapping among the 
three groups. Thus, the highest scores 
made by any persons in the below-average 
group, were up to the lower scores made 
by the above-average group. The only 
test used in this case was an intelligence 
test. 

Figure 4 shows another group of shoe 
salesmen and women who were classified 





FIGURE 5: RESULTS OF PSYCHOLOGICAL TESTS APPLIED TO ASSISTANT BUYERS, 
MINOR EXECUTIVES AND SALESMEN IN A SPECIALTY STORE 


into three groups by the executive who 
knew them in the same manner as the per- 
sons shown in Figure 3. In Figure 4 a 
more complete differentiation among the 
three grades of persons is shown as a re- 
sult of using two tests, namely, a general 
intelligence test and an occupational shoe 
test. The scores in these two tests were 
averaged for each person. The addition 
of the occupational shoe test served to 
differentiate the three groups more com- 
pletely. Thus, none of the persons in the 
below-average group had a score as high 
as the average of the average group. The 
best score made by anyone in the below- 
average group was much below the lowest 
score made by anyone in the,above-aver- 
age group. It is obvious that in using 
tests of this kind for the actual selection of 
employees from among applicants, the 
line might be drawn at some point on the 
left side of the chart such, that the poor 
ones obviously would be rejected and that 
none of the above-average and very few 














78 


of the average persons would be rejected. 
The point at which this critical line might 
be drawn or this critical score be placed 
would depend upon the particular require- 
ments of an individual concern or upon 
the need for employees at a given moment. 
If the need for persons is gieat the point 
demarcation or critical score may be low- 
ered; if it is not great this point may be 
raised. 

Figure 5 shows a detailed chart of the 
assistant buyers and saleswomen in a 
women’s specialty store mentioned in Fig- 
ure I. It will be observed that the assis- 
tant buyers and minor executives made on 
the whole considerably higher scores than 
the saleswomen did. The average of the 
former was 86 and of the latter 41. It 
will be further observed that four of the 
assistant buyers at the extreme left had 
very low scores. One in fact is as low as 
the lowest in the group of saleswomen. 
Upon looking into their records it was 
found that this particular. assistant buyer 
(a woman) had had some 20 years of ex- 
perience and that she apparently had been 
advanced from saleswoman to assistant 
buyer in order to give her a promotion 
because of her long service in the store. 
It was further found that she was really 
not capable as an assistant buyer and that 
she should not have been promoted. The 
same was true, though to a less extent, of 
the other three assistant buyers who had 
the next lowest scores. It is evident that 
these tests serve a very useful purpose in 
making selections of assistant buyers 
among the saleswomen. Evidently, the 
promotions preferably should be made 
among the saleswomen whose scores are 
above the average of those for sales- 
women. 

Figure 6 shows a further analysis of 
the group of restaurant waitresses repre- 
sented in Figure 1. In this instance, the 
waitresses were divided into two groups 
according to their length of service. All 
women who had been employed as wait- 
resses for five months or more, up to as 
high as fifteen years, were placed into one 
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group, and all those whose experience had 
been four months or less were placed into 
the other group. The dividing line was 
drawn at this point because it was the im. 
pression of the manager th .t it required 
approximately four months for a ney 
waitress to fully learn the job. The two 
groups are represented by the two vertica! 
bars of the Figure 6. The right-hand 
bar shows those who had been employed 
four months or less, while the left-hand 
bar represents those who have been em. 
ployed five months or more. The striking 
fact in this instance is that the average 
rating in the tests of the group employed 
five months or more was approximately 
half as high as the average score of the 
waitresses employed four months or less. 
In other words, there is here a negative 
relationship between the length of service 
and the test scores. The explanation is 
peobably due to the fact that the wait. 
resses with intelligence above a certain 
point are not content to remain as 
waitresses. Concretely, if a series of 
tests of this type were to be applied, 
the management could well afford to | 
reject all applicants with a score above, 
in this particular instance, 32. The 
chances are very small that a young 
woman with a score above 32 is likely to 
remain for any considerable period of 
time. The average length of service of 
the group which had been in the employ 
for the longer period of time, was three 
years, whereas, the average length of 
service of the other group was two 
months. It is evident that from the stand- 
point of breaking-in new waitresses, it 
would require the breaking-in of eighteen 
girls, each one serving on an average two 
months to furnish the continuous service 
of one waitress for three years, the aver- 
age length of time of the longer group. 

These results will serve to illustrate the 
kind of approach and something of the 
results that may be obtained in endeavor- 
ing to apply scientific methods to some of 
the problems of personnel management. 
The illustrations show their uses as well 
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as their limitations. They show that a 
completely accurate and fully differen- 
tiated selection cannot be made by tests de- 
vised thus far, as is indicated for example 
by the overlapping of the various groups 
in these figures; but they nevertheless do 
show the considerable differentiation 
which is possible by means of such tests 
and that this differentiation evidently is 
considerably greater than can be made or 
is being made in the off-hand impression- 
istic manner that is ordinarily used at the 
present time. 


IV. Limitations upon Use of 
Psychological Methods 


The limitations which such tests have 
at the present time are centered chiefly 
around two points. In the first place 
there is no ready-made series of tests 
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FIGURE 6: RESULTS OF PSYCHOLOGICAL 
TESTS APPLIED TO WAITRESSES 
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which can be applied in an automatic man- 
ner and interpreted off-hand in a mechan- 
ical way. It is necessary in each instance 
to select or devise and to apply such tests 
for any concrete task or type of job as 
will most fully meet the requirements and 
to check these against the actual success of 
employees. 

In the second place, most of the experi- 
mental undertakings thus far have dealt 
with intellectual and general ability traits. 
It is undoubtedly true that other char- 
acteristics are important and the reason 
why the use of intelligence tests alone has 
given as much promise and produced as 
much differentiation between better and 
poorer workers is that many other traits, 
personal and mental, are more_or less cor- 
related with intelligence. We have as yet 
not devised any satisfactory method of 
measuring or evaluating in an objective 
way, such qualities of personality or make- 
up as temperamental and emotional likes 
and dislikes, and attitudes towards supe- 
riors or inferiors and toward fellow-work- 
ers; nor have we any direct or satisfactory 
measure of such qualities as reliability, 
industry and the like, except in so far as 
they tend to be correlated to some extent 
with general ability or mental intelligence. 
We know that such traits are correlated to 
a moderate extent with general ability, but 
a more direct evaluation of them is 
needed. 


V. Conclusions 


In summary, it seems advisable to out- 
line very briefly the precautions which a 
business concern or industry should ob- 
serve in attempting to apply scientific 
methods to its problems of selection and 
human engineering. 

In the first place, the services or counsel 
of a psychologist of scientific training and 
experience should be consulted. Because 
of the ..ide spread interest which has de- 
veloped in the use of psychological testing 
methods of various kinds, particularly 
since the recent war, many concerns have 
hastily undertaken to apply tests of this 
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sort, with good intentions, but often with 
disappointing results and failure. The 
fact is that, particularly at the present 
time, with no standardized or ready-made 
tests which may be applied in any mechan- 
ical manner, it is highly important that the 
most expert and best qualified persons 
undertake not only to devise and apply 
such tests, but particularly also to analyse 
and interpret properly the results. and the 
various factors that enter into such com- 
plex problems as arise in endeavoring to 
determine the elements of success or fail- 
ure for specific types of work. The in- 
creasing number of firms which are in- 
augurating work of this sort in a thorough 
manner are the ones whose results are 
proving to be useful. 

In the second place, an open-minded 
attitude on the part of a concern which 
undertakes experimental work in this field 
must be maintained so that the work may 
be done in a thoroughly scientific manner, 
to ascertain the factors and elements that 
are important. It is perhaps too much to 
expect fully satisfactory and approximate- 
ly perfect results at once. Every concern, 
at least at the present stage of the work 
in this field, should expect to undertake a 
certain amount of experimental research 
in trying out and adapting the methods to 
its specific conditions and requirements. 
Even concerns or industries in the same 
type of business will be unable to take 
over bodily, without modification or adap- 
tion, the result, tests and methods that 
may have been developed by another firm 
or store. 
































Third, an experimental undertaking of 
this kind requires, to begin with, as thor. 
ough and complete an analysis as possible, 
of the particular types of jobs or tasks for 
which testing methods are to be devised. 
It is highly desirable in this connection 
that the person who devises methods for 
a given situation shall himself obtain suf. 
ficient first-hand contact with the task, to 
be able properly to analyse the elements 
and qualities required for the task. 

Fourth, the next step consists in devis. 
ing new tests or in selecting from among 
tests already available, such as may be 
most suitable for the task at hand in the 
light of the analysis just made. These 
tests thus selected or devised should then 
be tried out or tested themselves by apply- 
ing them to two groups of persons of 
known ability and performance, that is, to 
a good group and to a poor group. In 
this manner, the value of the tests may be 
ascertained and the extent to which they 
will differentiate between the good and the 
poor group may be determined. 

The final step will be, to modify the 
tests in the light of these experimental re- 
sults, in such a way as to make them as 
serviceable and reliable as possible. 

While the program here outlined may 
seem somewhat complex and _ lengthy, 
these methods have been applied in a suf- 
ficient number of instances to give definite 
promise of usefulness and reliability, so 
that the actual cost involved even in a 
thorough and complete investigation will 
be small compared to the economy and 
efficiency that will result. 
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SOME RELATIONS BETWEEN TECHNICAL 


AND BUSINESS TRAINING 


By JOHN GURNEY CALLAN 


number and attendance of collegi- 

ate business schools, following a 
similar growth of technical schools, marks 
a phase of the response to the increas- 
ing exactions and complexities of indus- 
trial life, and suggests some thoughts on 
the relations between technical and busi- 
ness training and activity. The change in 
living conditions and in personal and social 
problems wrought by technical progress 
are familiar subjects, worn threadbare by 
much discussion—and yet their vast im- 
portance may easily escape the compre- 
hension. Still more is it true that since 
any present status tends to appear as a 
resting place after an ascent, we con- 
tinually fail in imagining the increasing 
gradient and growth that may logically 
be expected if we can make use of ac- 
cumulating data, wisely organize indus- 
trial effort, and escape interruptions in 
the arithmetic progression. To borrow 
Robinson’s illustration, if we scale down 
to 50 years the period that mankind is 
thought to have spanned, then on that 
scale we have had in appreciable degree 
the engineering attack and the scientific 
method for only three or four days; fur- 
ther, as Professor Black pointed out, the 
whole people of the United States would 
have elbow room on a frozen lake 5 miles 
in diameter,—a mere dot on the map— 
and if the ice broke, the level of the water 
would rise only about 1 foot and 8 inches. 
During this short period of engineering 
development by a sparse population, the 
production of economic goods per man per 
day in America has increased according to 
Steinmetz in a ratio of more than 30 to 
1; and it is difficult to measure the increase 


Ta present remarkable growth in 


in scale and complexity of problems, scope 
of interests, freedom of thought, sense of 
proportion and inter-regional fluidity. We 
are surely right in believing that both 
problems and opportunities will present 
themselves as the near future unfolds, on 
a scale and at a rate that will fully engage 
our best technical efforts; and it is even 
more certain that the discovery of so many 
new things that we can do, will tax organ- 
ized thinking as to what can best be done 
with them. 


I. Influence of Technical Development 
upon Business Problems 


Most of the earlier inventions were 
concerned with doing more cheaply and on 
a larger scale, such things as had in some 
measure been done before, and the reduc- 
tion of cost and increase of scale mutually 
reacted to the present situation, where the 
direct labor cost for making a fairly good 
watch is less than one might pay a jeweler 
for cleaning it, and where a British work- 
man can pay with a day’s labor for the 
freighting of his year’s supply of wheat 
from the fields of Dakota. Thus the first 
thing that engineering methods and the 
scientific spirit have done for business has 
been the development of a vast deal more 
to be busy with. Meanwhile later inven- 
tions have done and are doing some very 
important things that have never been 
done before, and some of these are sub- 
stantially changing not only the routine of 
living, but also the inherent basis of social 
crystallization,—the average mental pic- 
ture of life. It is hard to fully estimate 
what this means in a prosperous civiliza- 
tion politically ruled by a majority. 
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In the early technical development of 
mining, transportation and manufacture, 
the data were not very complex, and the 
methods of working out inventions and 
improvements did not require difficult 
mathematics or recondite theory; the ad- 
vancement came through cooperation be- 
tween men of engineering or inventive 
genius, and highly skilled mechanics. The 
administration of these early enterprises 
was equally elementary, and the ghastly 
callousness of early owners and executives 
reflected rapid growth of economic power 
without historic background or traditions 
or concurrent growth of ethical standards 
and collective morality having direct appli- 
cation. 

As science and technology developed, 
the “practical” man and the man of purely 
general education were progressively less 
able to cope with the growing subtleties. 
There are always a few transcendent 
minds—always fully occupied; but there 
was an increasing scarcity of commissioned 
officers for the growing technical army. In 
fact the inherent unfamiliarity of the ele- 
ments of their advanced problems impera- 
tively forced upon the engineering frater- 
nity some sort of preliminary education in 
fundamentals, acquired in school or other- 
wise. Under this incentive it became 
apparent that many young men of scientific 
aptitude and good mentality could be ade- 
quately trained in fundamentals and that 
this training could be carried on im suitable 
technical schools far better than in the in- 
dustry itself. No one familiar with all the 
facts doubts the justification for such 
schools, nor their permanence. One has 
only to consider some of the present indus- 
trial developments to realize how far the 
technical front has advanced beyond the 
early visible, tangible problems, and how 
practical and essential a tool is the calculus 
or the theory of electrons. 

On the other hand there was nothing 
imperative to force upon engineer or busi- 
ness man anything like a complete con- 
scious policy as to the uses to be made of 
the new instrumentalities, although in 






































some degree the mere possession of the 
new engineering instruments implied their 
use—we had the fiddle and the bow— 
there was nothing left to do but fiddle, and 
the neighbors were not critical. Now the 
orchestra is tuning up in an expensive hall, 
the show is advertised, and bad fiddling is 
less a matter of purely personal concern, 
especially with an audience that feels that 
the admission was rather high. 

Meanwhile the feeble hand with which 
in earlier days we attacked our natural re- 
sources as well as our fellow-sinners, is 
growing strong and truly formidably 
armed—so that the graveyard of good 
things is already yawning for a procession 
of our stoutest material retainers. Man- 
kind has maintained himself in his early 
struggles partly because things have grown 
up and been discovered faster than his 
puny tools could destroy them—now his 
strength is becoming his weakness, and the 
lack of a defined and intelligent policy as 
to our common heritage of raw materials 
carries different implications from those 
inherent in the days of the Jaissez faire 
economists; ‘‘faire’’ has acquired a new 
magnitude. 

This vast extension of knowledge of 
what we can do and how we can do it, has 
of course commensurately increased the 
scope and scale of business problems, but 
the change of emphasis and of character 
in these problems is quite as apparent as 
that of scale. The plants and organiza- 
tions that are the price of cheap produc- 
tion have giant appetites as well as giant 
capabilities, and a plant not fed with 
orders to something near capacity soon de- 
vours itself and its owners. Unregulated 
competition has developed inherent severe 
limitations and dangerous tendencies as 
scale and fluidity of commerce increased. 
The instability of rates of business activity 
much removed in either direction from 
a somewhat indeterminate mean, has 
worked out in a well-lubricated, market- 
controlled system into a short-period oscil- 
lation of magnitude large in comparison 
with margins of profit or even with 
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equities. Qld commodities are passing 
and in greater degree new ones develop- 
ing, so that manufacturing plants and 
equipment are liable to commercial as well 
as technical obsolescence. Marketing 
methods have been profoundly changed 
through influences ranging from the pres- 
sure of fixed charges to increase of rural 
shopping radius due to Mr. Ford. Ethical 
standards are changing—generally for the 
better—as a result of experience and con- 
flict, of increase in expectation of life of 
business units, and of better business ma- 
chinery and housekeeping, as well as 
through a real improvement in collective 
standards and thinking. The changes in 
attitude, status and mental dramatization 
of workmen, who are also the chief ulti- 
mate consumers, are probably the most 
important, complex, mutable and erratic 
of all these many variables out of which 
the business equations are built. 


ll. The Differences Between Engineering 
and Business Problems 


We may take it that the growth of busi- 
ness has been fully commensurate in extent 
with the technical growth from which it 
draws subsistence, but the cases have not 
been otherwise parallel on account of 
underlying differences in the character of 
business and of technical problems. The 
dissimilarity that first suggests itself lies 
in the fact that the component activities 
making up business are familiar—are 
analogous to common experience; while 
those of the technical problems are exotic, 
foreign to average experience, arbitrary 
and innumerable to the non-technical 
mind, like the rules of a vastly complex 
game, so that practically no headway can 
be made technically without fundamental 
concepts. Everyone has bought and sold, 
hired or been hired, borrowed or lent, paid 
higher or lower prices, and the simpler of 
these relations obey comprehensible rules 
of reason; while no one would naturally 
suppose that a devastating war could be 
years prolonged by passing some innocu- 
ous common gases through selected hot 
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tubes, or that a particular kind of lamp 
with a few appurtenances could talk and 
listen through thousands of miles of empty 
space. 

Another difference lies in the fact that 
in most cases engineering problems are 
concrete and definite in extent, so that the 
engineer is striving to achieve a determi- 
nate ultimate objective, and must plan his 
work through, map out the whole matter, 
and make his means fit his ends. The busi- 
ness executive on the other hand has a 
continuous performance, rarely looks be- 
yond an intermediate point, and is, there- 
fore, not driven by stern necessity to think 
things through and formulate a compre- 
hensive plan. In some measure this is a 
difference of degree, but the point becomes 
clearer on following the thought farther. 
Most business activities are directed to 
the production of economic goods, and 
under conditions of specialization these 
efforts are directed or controlled through 
the inherent regulatory processes of the 
market. A man produces one thing and 
consumes many things; he must market 
what he produces, and the market must 
demand his product. His efforts are com- 
manded or diverted through the autom- 
atism of the market, and the indus- 
trial army is mobilized and marshalled 
through orders which are written in terms 
of the medium of exchange, and which 
are parts of general orders known in 
full to no man; of a grand plan working 
itself out through countless individual de- 
mands, assembled at the market place 
through unnumbered paths of trade, arriv- 
ing and enforcing their mandates, but te 
the single producer flowing in from a sort 
of partially mapped outer semi-darkness. 
Similarly his goods go out to purchasers of 
similarly fog-shrouded horizon, and nei- 
ther buyer nor seller is under apparent and 
urgent need to ask himself how his trans- 
actions fit with the general activity, or 
indeed how they affect his own future 
business. He may make such inquiries as 
to the whole plan in which he participates, 
and with advantage, but he is under no 
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such compulsion as is the man making 
technical plans. Usually a dollar offered 
is a command, and insures the producer’s 
efforts toward obedience. 

The economic and financial productive 
machinery, although built of familiar ma- 
terials is of dimensions so much greater 
than are even the major single engineering 
problems that this common failure to 
grasp the interactions and reactions finds 
excuse in the difficulty of visualizing the 
relation of the parts, but along with this 
is the fact that the mechanism will work 
tolerably well and keep most of the people 
fed and many of them prosperous most of 
the time, even though it be operated by 
men who care as little for economic theory 
as a first-class engine driver does for ther- 
modynamics. Emerson says that we are 
always as lazy as we dare to be, and it may 
be expected that the principal incentive to 
a study of business fundamentals by most 
business men will always be trouble of 
one kind or another. The reason that this 
incentive is stronger than formerly lies 
partly in the fact that the present larger 
and less friction-bound business machine, 
if left to this sort of automatic market con- 
trol without conscious and understanding 
purpose, can do more damage than for- 
merly to important members through the 
oscillations set up by the storing and re- 
storing of economic and psychic energy, in 
a fashion having interesting mechanical 
and electrical analogues. The engineer 
must perforce analyze, identify and damp 
out such destructive oscillations, and the 
financier is engaged in making the most in- 
telligent attempt that business history 
records, to do the same thing, rather than 
accepting the disturbance as a necessary 
evil, as was his disposition in an earlier 
day. 

In business, as in engineering, individual 
achievements have existed in the intangible 
world of imagination before they have 
come into being, and the achievement has 
rarely been greater than the mind of the 
chief dreamer; but in business as we have 
just seen a common motivation connects 
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the individual workers otherwise than 
through conscious mind and effort, and the 
whole hive is perfectly able to produce an 
operative aggregate result far greater and 
more complex than the picture of it exist. 
ing in the mind of any single worker. The 
communist proposes to stop the wheels 
and paralyze industry until his committee 
can acquire an education, think what to do, 
and issue orders about things that are in 
fact going on quite comfortably. On the 
other hand the extremely hard-boiled citi. 
zen may fail to realize that there is prac. 
tical advantage from understanding more 
than the local activity; and that the in. 
herent regulation cannot be very good in 
a market-controlled productive organiza- 
tion where initial material purchase com- 
mitments must long precede ultimate con- 
sumption, and where contagious emotional 
thinking is an important factor in deter. 
mining production rates. 

No doubt the business world needs the 
same approach to many of its problems 
that has been forced upon the engineer, 
but it must not be assumed that this ap- 
proach, or the type of mind it produces, 
can be taken over without change. The 
intricacies of business and the personal 
qualities required are by no means the 
same as those in purely technical work, 
even when this is of great complexity. 
The business man is primarily dealing with 
men, and the engineer with things—and 
herein lies the greatest difference of all. 


IIT. 


Training of Business Executives 
versus Training of Engineers 


We come then to the question of types 
of men, conceptions of life, and personal 
qualities found and needed among the 
commissioned officers of the business 
army. Here, as in engineering, there are 
always a few men of really great mind in 
each generation who can in creditable de- 
gree grasp and interpret the broad situa 
tion without much formal help; further 
it will always be true that character, work, 
thought, judgment and decision are the 
foundations of constructive work. We 























































may also assume that there will always be 
many more men who can pick up a business 
by participation only, than can acquire 
technical grasp and facility by a similar 
process. It seems to be true, however, 
that business has reached a degree of in- 
volution, social influence and dynamic 
power such that it may be thought of as a 
profession—and by no means the least of 
the professions; and that we may profit- 
ably spend a good deal of time in consider- 
ing what is the best professional training 
for the young men who are to take im- 
portant executive positions in the coming 
generation. The several alternatives ap- 
pear to be the picking-up process with or 
without some sort of apprenticeship, and 
following preliminary general education 
of various degrees; legal training; techni- 
cal training; and a definite collegiate or 
graduate course in the fundamentals of 
business. No attempt can be made to dis- 
cuss these alternatives in parallel column, 
but it may be interesting to consider more 
or less at random some of the differences 
that may be expected from these different 
approaches, particularly in production. 

Of course each different approach tends 
to build up in the inner consciousness a dif- 
ferent dramatization or concept of life, 
from which subsequent action will spring in 
some degree automatically. The average 
engineering student sees the world as a 
place of law and order, where results are 
better in proportion as immutable laws are 
ascertained and obeyed: where the breach 
of a natural law applying in the case, re- 
sults in imperfections or disaster, not to be 
averted by talk in any form; where rela- 
tions, if not simple, are at least deter- 
minate. The natural corollary is a feeling 
that all executive as well as engineering 
problems may be unravelled and evaluated 
by finding and correlating facts, establish- 
ing and investigating their relations by 
something akin to a mathematical process, 
and setting up the findings more or less as 
one would set up his equations. Of course 
a sensible executive with engineering train- 
ing is not obsessed by this, or by any other 
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fixed idea, but it is likely to deeply color 
his background and scenery; it is not diffi- 
cult to see this engineering coloration in 
present-day business literature—much of it 
of substantial value. On the other hand, 
while the technical solution must be right 
or fail, there is rather commonly no in- 
herent exact time limit, so that an engineer 
who knows his subject may with patience, 
an investigative spirit and intellectual hon- 
esty, succeed brilliantly in spite of a slow 
mind—and still more, in spite of an uncon- 
vincing presentation, or dearth of human 
experience. 

The lawyer and the business man have 
also dealt with facts, of course, but these 
have in far greater measure been set up in 
man-made relations, mutable, shifting 
their accepted bases from century to cen- 
tury; matters where opinion, custom and 
tradition were—and are—intricately inter- 
twined with real knowledge. Under such 
conditions results can be changed and suc- 
cess achieved by skill in argument, persua- 
siveness, personal dominance, and evasion 
of the convention of the moment. Time is 
often of paramount importance; alertness, 
adroitness and acumen are among the 
bright weapons in the legal and business 
armory. ‘There are indeed underlying 
sciences, but the relation between percep- 
tion of and adherence to their laws, and 
the immediate outcome, has been far more 
remote than in technology. Undoubtedly 
this is less true now than when the ma- 
chinery of business was more crude, and 
if one may prophesy, it would seem that 
the condition will become in time some- 
what more nearly parallel still to the en- 
gineering situation, and that the laws of 
economics, psychology and the other un- 
derlying sciences along with standard 
methods of analysis and control will fur- 
nish a continual illumination, basis and 
background for the business activities, 
somewhat as do the physical sciences and 
recognized forms of mathematical analysis 
for engineering operations. On the other 
hand the dealings of man with man—of 
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mind with mind—are based on the cum- 
plexities of human motivation and it r«ay 
be doubted that there will ever be a rea"'y 
general solution—the variables are more 
numerous than the equations, and even the 
specific equations of condition may con- 
tain imaginary quantities. 

When we say that the man best meeting 
the requirements is one who can grasp the 
broad relations, benefit by all available 
knowledge, feel the tides and forecast the 
tendencies, and still not lose the ancient 
virtues of will, decision, leadership, and 
power of concentrated and sustained in- 
tellectual and physical work, we have said 
that he must have a truly educated mind— 


however he may have gotten it, anda mind 
with more than a little specific business 
education—preferably along with broad 
general training. This brings before busi. 
ness the same educational question that 
confronted engineering three or four dec. 
ades earlier, and apparently the answer 
is to be the same—that for most men, 
fundamentals are better imparted in youth, 
in association with others doing the same 
things, and in the atmosphere of learning 
rather than exclusively that of doing. In 
this faith men are flocking to the business 
schools, and it is the task of these schools 
to justify this faith, as their technical 
brethren have done before them. 
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TT? essential problem confronting 


most merchants in 1921 and 1922 
has been the adjustment of operat- 
ing expenses to lower price levels. This 
situation has resulted for one thing in 
greater emphasis on the importance of a 
rapid rate of stock-turn both as an index 
of merchandising efficiency and also as a 
direct means in itself of lowering expenses 
and increasing net profits. Accompanying 
the numerous valuable suggestions on 
stock-turn that have been made to mer- 
chants since the business cycle entered its 
downward swing and the desirability was 
perceived of utilizing stock investments as 
eficiently as possible, there have been 
some more or less contradictory state- 
ments and some slip-shod thinking arising 
from the renewed interest in this subject. 
On the one hand, merchants have been told 
that doubling the rate of stock-turn will 
double the rate of profit, and on the other 
hand they have been informed that neither 
profits nor losses are determined by the 
number of stock-turns and that the rate at 
which merchandise moves from the shelves 
during a given period is, in fact, a de- 
ceptive index of the efficiency of the busi- 
ness. 


Relation of Stock-turn to Net Profits 


_ That the rate of stock-turn is of some 
significance is, however, evidenced by 
figures on operating expenses in the whole- 
sale grocery, retail shoe, retail jewelry, 
and department store trades published by 
the Harvard Bureau of Business Research 
for the fiscal year 1921.1 In the whole- 
sale grocery business in that year 344 
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SIGNIFICANCE OF STOCK-TURN 
IN RETAIL AND WHOLESALE MERCHANDISING 
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firms with an aggregate volume of sales 
of $487,951,000 showed a common net 
loss figure of 1.9% of net sales. For the 
same period 65 firms with a stock-turn 
rate of less than 4 times a year showed a 
common net loss of 4.7% of net sales, 
while 160 firms turning their stock from 
4 to 6 times showed a net loss of 2%, and 
114 firms which achieved a rate of stock- 
turn of 6 or more times per year had a 
common net loss of only 0.6% of net sales. 
Similarly, while 407 retail shoe stores 
with a total sales volume of $70,699,000 
had a common net loss of 1.9%, those 
with a rate of stock-turn less than 1.5 times 
a year sustained a loss of 4%; whereas 
those with a stock-turn of 2.3 times a year 
and over made a net profit of 0.6% of 
net sales. In the retail jewelry trade, also, 
for 190 firms with total sales of $10,985,- 
000, the common figure for net loss was 
6.6% of net sales, and the commonly at- 
tained rate of stock-turn was 0.8 times, or 
once in fifteen months. While 57 firms 
with a rate of stock-turn less than 0.7 
times a year showed a net loss figure of 
11% of net sales, 22 businesses which 
turned their stock 1.5 times and over a 
year broke even, with total expenses exact- 
ly equal to gross profits. Again, in 301 
department stores with total sales of 
$496,238,000 the common figure for net 
profit was 0.9% of net sales in 1921, but 
for 95 firms that turned their stock less 
than 2.5 times the common figure for net 
loss was 0.8% of net sales, while 111 
firms turning their stock 3.5 times and over 
showed a common net profit of 2.3%. On 
the basis of data of this sort, it is not de- 
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sirable to draw final conclusions, but it is 
possible to clarify somewhat the relation 
which the rate of stock-turn bears to gross 
and net profit and the principal items of 
expense. 


Determining the Rate of Stock-turn 


Some of the confusion that has been 
evident in regard to what stock-turn is and 
what it does results from failure to define 
terms clearly. Stock-turn is the actual dis- 
posal and replacement of a given stock of 
merchandise, and the rate of stock-turn is 
the number of times during a given period 
that a merchant’s average stock on hand 
during that period is sold and replaced. 
Since the buying and selling processes are 
more or less continuous, the money re- 
ceived for merchandise sold from day to 
day being periodically reinvested in new 
stocks of goods, the time necessary to dis- 
pose of a given stock of goods cannot al- 
ways be measured accurately, but at the 
end of a period the total number of units 
sold during the period divided by the aver- 
age number of units in stock during the 
period gives the rate of stock-turn. The 
use of actual physical units in ascertaining 
the rate of stock-turn is the ideal method, 
but unfortunately is of limited application. 
To employ such a method requires a sys- 
tem of stock records to preserve the com- 
plete history of the movement of stocks 
by physical units, and it appears that in 
most businesses, both wholesale and retail, 
such stock records are not kept, especially 
in those businesses or departments where 
the average unit of sale is small. In the 
absence of data permitting the computa- 
tion of the rate of stock-turn in physical 
units of merchandise, it becomes necessary, 
for practical purposes, to figure stock-turn 
by units of value. 

The rate of stock-turn when computed 
in dollars and cents of cost values (cost of 
merchandise sold divided by average net 
inventory at cost) amounts to the rate of 
stock investment turnover and may exhibit 
some discrepancy from the rate of stock- 
turn figured in physical units because of 





















































price changes and variations in the value 
of units, especially in case of a mixed stock. 
In a stock of jewelry, for instance, includ. 
ing diamonds, silverware, and clocks, the 
rate of stock-turn as ascertained by the 
use of cost values conceivably might bear 
little relation to the rate at which the 
physical units were sold and replaced. If, 
as is the case in businesses employing the 
“retail method of inventory,” selling price M 
figures rather than cost figures are used to In 
determine the rate of stock-turn (net sales 
divided by average net inventory at sell- 
ing price) the figure obtained will corre. 
spond closely to that obtained by the use 
of cost price figures. The result, how. 
ever, cannot be called the rate of stock 
investment turnover, because the element 
of gross profit has been added to each in. 
crement of stock investment. Neither is it 
equivalent to the rate of turnover of work. 
ing capital, since that is affected by the 
promptness with which customers settle 
their accounts. The virtual necessity of 
using units of value to measure the rapid- 
ity of stock-turn apparently has led to a 
prevalent error in method; i. e., that of 
dividing net sales by average inventory at 
cost. Frequently, when a merchant buys 
goods worth $5,000 at cost price he as- 
sumes, thinking in figures of dollars and 
cents, that when he has soid goods worth 
$5,000 at selling prices he has made one 
full turn of his stock investment and there- 
fore of his physical stock of merchandise, 
but this is not the case. 

For all practical purposes the rate of 
stock-turn as determined by dividing the 
cost of merchandise sold during a given 
period by the average net inventory at cost 
during the period is sufficiently accurate. 
Of course, the greater the number of in- 
ventories from which the average inven- 
tory is determined, the more accurate will 
be the stock-turn figure obtained. The 
data available, however, as found by the 
Harvard Bureau of Business Research in 
its studies of the cost of doing business i 
various trades, ordinarily include only two 
inventories a year—those at the beginning 
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and end of the fiscal year. Although the 
average inventory as determined from 
these two figures may not in some cases 
be thoroughly representative, since stocks 
are likely to be low at those periods, never- 
theless, since all the figures are on the same 
basis, their usefulness for purposes of com- 
parison does not suffer.? 


Measuring Significance of Stock-turn 


In any discussion of stock-turn, there 
are clearly two things to consider which 
must be sharply differentiated. The first 
is the rate of stock-turn as an index of 
business efficiency, and the second is the 
rate of stock-turn as a possible direct 
cause of business efficiency. It is necessary 
first to determine whether a high rate of 
stock-turn usually accompanies low operat- 
ing expenses and high net profits. Even if 
this is found to be the case it does not 
mean necessarily that the high rate of 
stock-turn is the cause of the low operating 
expense and the high net profit. Both may 
be the result of some other factors, such 
as the position in the business cycle, the 
foresight and trading ability of executives, 





2On the standard form of profit and loss statement as 
used by the Harvard Bureau of Business Research, mer- 
chandise figures are handled as follows: 

To Net Inventory of Merchandise at Beginning of Year; 
that is, the value of stock on hand after allowances have 
been made for depreciation and cash discounts taken on that 
stock, are added Purchases of Merchandise at Billed Cost 
and Inward Freight, Express, and Cartage. The total of 
these three items is Gross Cost of Merchandise Handled. 
After the item Cash Discounts Taken on Purchases has 
been deducted, the remainder is Net Cost of Merchandise 
Handled, from which is subtracted Net Inventory of Mer- 
chandise at End of Year (this likewise being the value of 
merchandise on hand after deducting allowances for deprecia- 
tion and cash discounts taken). The remainder is Cost 
of Merchandise Sold, which is divided by the average of 
the two net inventory figures to determine the rate of 
stock-turn. Possibly the rate of stock-turn might be de- 
termined more ~——- if gross inventory figures were used, 
since the element of depreciation may not always apply 
equally to both sides of the equation. 

It has been argued that stock-turn figures obtained 
under the “retail method of inventory” are slightly more 
accurate than these obtained under the cost method. Under 
this method the rate of stock-turn is determined by divid- 
ing net sales at retail during the given period by the 
—— net inventory of merchandise at retail during the 
period. Since the correct application of the “retail method 
of inventory” requires that all retail figures be kept down 
to the values that the merchandise actually will bring 
at retail, conceivably the element of depreciation applies 
more equally to both sides of the equation than is the 
case with the cost method. Possibilities of variation may 
¢ increased somewhat, however, by the fact that sellin 
price figures include the element ‘of gross profit as wel 
as the element of cost. 

; Under the “retail method of inventory” the error is 
© be avoided of adding mark-downs at retail to net sales at 
retail in order to obtain a figure which when divided by 
a net inventory at retail will give the rate of 
Stock-turn. Such a procedure amounts substantially to 
considering the element of depreciation twice, since 

= = W net inventory at retail figures are already 
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the efficiency of methods of management 
and control, or any number of local con- 
ditions. It is further necessary, therefore, 
to determine how far changes in the rate 
of stock-turn in themselves are the cause 
of variations in operating expenses and net 
profits. 

By what evidence is the significance of 
stock-turn to be judged? Isa high rate of 
stock-turn either a customary accompani- 
ment or a necessary cause of (1) large 
volume of sales, (2) high or low gross 
profit, (3) high net profit, (4) low ex- 
penses ? 

None of these criteria taken by itself 
appears to be wholly satisfactory. Volume 
of sales and expenses are affected by the 
general price level; net profit is affected 
by gross profit as well as by expenses; and 
gross profit may be subject to competitive 
conditions. Much depends on the basis of 
comparison used. Figures in dollars and 
cents offer only limited possibilities. Other 
possible bases of figuring percentages for 
purposes of comparison are: (1) volume 
of net sales, (2) cost of merchandise, (3) 
average stock investment (that is, the 
average value of stock on hand during a 
given period as contrasted with the entire 
cost of merchandise sold during that 
period), and (4) net worth of the busi- 
ness. 

In considering the use of either average 
stock investment or net worth as a basis 
for figuring percentages in order to make 
comparisons of the effects of varying rates 
of stock-turn, two points of view should 
be clearly distinguished; namely, the point 
of view of the investor or owner of capital, 
and the point of view of the business man- 
ager. In many businesses, of course, one 
man or a group of men are both investors 
and owners as well as managers, and there- 
fore have both points of view. The owner 
of capital who puts his money into a mer- 
chandising business usually expects in re- 
turn not only the normal rate of interest 
on his capital but also a further reward in 
the form of a net profit over and above 
the interest charges. This distinction be- 
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tween return on capital and net profit of a 
business is not always clearly made, but it 
is highly useful if a business man is to 
make sure that he is receiving adequate 
compensation, in the form of a net profit 
over and above the return on his capital, 
for the risks undertaken and the foresight 
exercised. Investors, stockholders, and 
owners of capital in general are likely to 
be interested in the percentage of net profit 
on investment; and in a retail or wholesale 
business the percentage of net profit on 
total investment will, of course, be affected 
by the percentage of net profit on capital 
invested in stocks of merchandise. From 
the point of view of the business manager, 
however, who charges as an expense of his 
business interest on his own capital as well 
as interest on capital borrowed from 
banks, wholesalers, or manufacturers, the 
relative efficiency of the business is 
measured better by percentages based on 
volume of net sales than by percentages 
based on either net worth or average in- 
vestment in stocks of merchandise. 

So far as volume of sales and cost of 
merchandise sold are concerned, it makes 
little difference for purposes of compari- 





%It may be useful to consider some common confusions 
that result from failure to define terms clearly and to 
make all comparisons consistently on the same basis. Aside 
from the liability of confusion when turnover is loosely 
used to mean either stock-turn or sales volume, the error 
frequently is made in popular discussion of attributing 
to an increased rate of stock-turn results which really are 
due to an increased volume of sales. The favorite example 
of this kind of argument is that of the itinerant fruit 
vendor who purchases a load of fruit and vegetables for 
$10 and sells it for $15 with a selling expense of $2. If 
he sells but one load a day he has a rate of stock-turn of 
once a day. In case he increases his rate of stock-turn to 
twice a day, he can reinvest the original $10 and sell a sec- 
ond load also. At a stock-turn of once a day his sales are 
$15, his cost of merchandise sold $10, his gross profit 
$5, his expense $2, and his net profit $3; but under con- 
ditions of two stock-turns a day his sales are $30, his 
cost of merchandise sold $20, his gross profit $10, and 
expense $4 (assuming that the ratio of expense to sales 
remains constant), and his net profit $6. Therefore, he 
usually is said to have doubled his net profit by doubling 
his rate of stock-turn. If the dollars and cents figures 
be disregarded, his peecotes of net profit based on 
volume of sales as 100 per cent has not changed. It is 
still 20 per cent. It is only in case a comparison is made 
between net pre and average stock investment that the 
percentage of net profit is doubled. The average stock 
investment has remained $10. In the first instance the 
net profit was 30 per cent of $10, and in the second case 
it is 60 per cent of $10. Exactly the same result in per- 
centage of net sales would have been obtained if the 
merchant ote had had $20 to invest and his stock- 
turn had remained at the rate of once a day instead of 
twice. Aside from the ambiguity arising from figuring 
percentages on stock investment and stating on that basis 
that the net prem has been doubled by doubling the rate of 
stock-turn, there is the more important point that the in- 
crease in volume of net profit is due not so much to the 
fact that the merchant doubled his rate of stock-turn 
as to the fact that he doubled his volume of sales by 
finding a market for twice as much fruit and vegetables as 


son which is employed so long as all per. 
centages are kept on the same basis, 
because of the fixed relations existing be. 
tween percentages on sales and percent. 
ages on cost of merchandise, that is 


Percentage on Sales 
on Percentage 


(100—Percentage of Gross Profit on Sales) on Cost 





Since it is customary in most progressive 
businesses to figure all percentages on the 
basis of volume of net sales, this basis may 
be preferred to the cost basis. Therefore, 
in the comparisons that follow, percent. 
ages based on the volume of net sales as 
100% are used rather than percentages 
based on cost of merchandise sold, net 
worth, or average stock investment.’ 


Effect of Rate of Stock-turn upon 
Expenses and Profits. 


For the purpose of making comparisons 
between firms with high and low rates of 
stock-turn, the data in the tables which 
appear on pages 98, 99 and 100 were 
compiled from profit and loss statements 
submitted to the Harvard Bureau of Busi- 
ness Research for the years 1919, 1920, 
and 1921, in the retail shoe, retail jewelry, 
and wholesale grocery trades. Complete 


he previously had been oaing. (This error in the consid- 
eration of stock-turn was brought out by Mr. C. 5S. 
Duncan in the Annalist for September 18, 1921, 271, 
in an article entitled Stock Turnover—A Deceptive Indez.) 
Another set of assertions that needs to be carefully 
examined rests on the assumption of certain fixed relations 
among expenses, rate of stock-turn, gross profit, and volume 
of sales. It is maintained, for instance, that expenses 
can be divided into two groups, one of which, the fixed 
charges, will remain unchanged in dollars and cents no mat- 
ter what the volume of sales so long as that volume is 
secured by means of increasing the rate of stock-turn 
and not by an increase in the investment in stock. At 
the same time it is assumed that all expenses other than 
fixed charges will vary directly with the volume of sales. 
On this basis a chart is constructed showing the net 
profit obtained at different rates of stock-turn and given 
percentages of gross profit. In the first place it may be 
doubted whether expenses can be sharply divided into two 
groups, one varying directly with volume of sales, and the 
other remaining fixed. There also seem to be obvious lim: 
tations on the theory that fixed Cpe will remain. 
same, no matter what the volume of sales. A more serious 
error, however, may be made if fixed relations are taken 
for granted between the rate of stock-turn and the per 
centage of gross profit. In several plans for increasing net 
profits by a faster rate of stock-turn to which some pub 
licity has been given appear such statements as the folluw- 
ing: “Eight stock-turns per annum at a gross profit of ten 
per cent are equivalent to one stock-turn yearly at a gross 
profit of eighty per cent. Eight stock-turns per annum a 
a gross profit of 8 per cent are equivalent to one stock-tumn 
yearly at an expense of 64 per cent.” In at least one 
stance it was stated that these percentages were figured 
net sales as a basis, but it is obvious on reflection that they 
are percentages on stock investment. If the percentage 
really are figured on sales, the relations asserted betwee? 
stock-turn and gross profit and stock-turn and expense 
prove meaningless. In this case, by failing to state ©or 


rectly the basis of comparison used and adhere to it co 
sistently, the door is left open for ambiguous interpretation. 
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SIGNIFICANCE OF STOCK-TURN IN MERCHANDISING gI 
-— 
| 
RETAIL SHOE TRADE 
| eisseinesaeest 
} 1919 1920 1921 
| H Ali Firms Lowest All Firms All Firms Lowest 
“turn Stock-turn Stockcturn | Reporting | _ Stockctum Stoekturn 
} Group-15 Firms 97 Group-15 Firms | Group-15 Firms 397 Group-15 Firms | Group-15 Firms | 497 Group-15 Firms 
Average Figures | SOTO" | average Figures | Average Figures Frourer | Average Figures | Average Figures Figures’ | Average Figures 
| Stock-turn 3.6 times 1.8 times 1.0 times 4.5 times 2.0 times 1.0 times 4.7 times 1.9 times 6.9 times 
Range 2.8-5.5) (Range 0.7-1.2) | (Range 3.7-7.6) (Range 0.7-1.1) | (Range 3.9-7.9) (Range 0.5-1 .0) 
Net Sales $349,804 $32,757 $530,804 $138,120 $363,519 $40,928 
Wages of Sales force 8.2% 88 8.1% 8.3% 10.2%, 11.5%, 9.2% 10.8%, 12.4%, 
Total Selling 10.6 10.3 97 W7 12.3 14.1 12.6 13.4 137 
Buying, Management, and Office Salaries 45 4.2 3.6 4) 3.9 5.2 48 35 a1 
Total Buying and Management 48 45 38 45 42 56 5.5 39 43 
Rent 24 23 34 25 28 35 27 3.0 32 
Total Interest 18 29 39 Ww 3.0 45 22 a) 58 
Total Fixed Charges and Upkeep 54 74 96 5.4 78 10.3 m1 85 ne 
Total Expense 22.6 24.0 25.0 23.3 26.0 316 76.8 278 32.0 
Gross Profit 32.0 33.1 35.0 26.8 27.2 32.4 26.1 25.9 38 
Net Profit (or Loss 9.4 9.0 10.0 3.5 1.2 08 13 19 14 
The common figures for all firms reporting are taken from the Harvard Bureau's discrepancies are too small to be of any importance. The fifteen firms in the high 
bulletins for the respective years. The percentage figures given for the high and =—_and low groups are not the same for all three years; that is, the firms having the 
low sotck-turn groups are arithmetical averages. Such average figures theoreti- highest and lowest rates of stock-turn each year were selected irrespective of 
cally are not strictly comparable with common figures, but in these cases the whether they had been in those categories the previous year. 











tabulations of reports in these three trades 
submitted by identical firms for each of the 
three years was not undertaken, since care- 
ful tests indicated that owing to changing 
business conditions, comparisons between 
different years for the same firms were 
not so significant as comparisons between 
different firms forthe same year. For each 
year in each trade the statements selected 
were those from the fifteen firms with the 
highest rates of stock-turn, and the fifteen 
firms with the lowest rates of stock-turn. 
Aside from variations appearing from 
year to year in rapidity of stock-turn, it 
should be borne in mind that the com- 
monly attained rates of stock-turn in 


Footnote 3 continued from page go: 





Even if stock investment is used consistently as a percent- 
age base, the results may be confusing to merchants ac- 
customed to making comparisons on the basis of net sales 
as 100 per cent. 

Such confusions as these may lead to dangerous as- 
sumptions about the expense of selling rapidly moving 
articles and slowly moving articles. For instance, state- 
ments have been made that with an average cost of doing 
business of 8 per cent, money may be lost on a slowly- 
aes commodity carrying a gross profit of 20 per cent, 
and that, on the other hand, with the same average cost 
of doing business, it is — to make a net profit on 
an article — only per cent gross profit provided 
the rate of stoc -turn is sufficiently rapid. Conceivably 
it may be true that in a business where the average cost 
o operations is 8 per cent of net sales the expense of 
andling and selling certain articles may be higher than 

per cent of net sales, and the expense of handling and 
selling certain other articles lower than 5 per cent of net 
sales. Nevertheless, for a business which does not have 
on accurate cost accounting system that will show as ex- 
act y as possible the — of handling and selling 
~~ andise of different classes, it is by no means safe 
io sesume that the expense of selling an article with a 
ba + profit and a high rate of stock-turn necessarily 

i low enough to ieave a net profit, especially if the 
pes Profit _is lower than the firm’s average cost of doing 
usiness. The assertion. of mathematical relations 

ten stock-turn and gross profit and stock-turn and 


expenses by no me 
neue z ans can take the place of accurate cost 


these three trades are quite different. 
From such data as are available it appears 
that whereas the average rate of stock- 
turn in jewelry stores is about once a year, 
in retail shoe stores it is nearer twice a 
year, and in wholesale grocery firms it is 
from five to six times a year. 

The item Net Sales in the tables below 
and on pages 99 and 100 is Gross Sales 
less merchandise returned by customers 
and less allowances made to customers on 
merchandise not returned. So far as this 
item is concerned, in all cases firms in the 
high stock-turn group had a larger average 
volume of net sales than those in the low 
stock-turn group, the variation being 
greater in some instances than in others. 
Differences in volume of net sales from 
year to year in these tables are due partly 
to the inclusion of different firms each 
year in the high and low stock-turn groups, 
as well as to changes in the general price 
level and numerous other factors affecting 
individual businesses.‘ 

The association of a high rate of stock- 
turn with a large volume of net sales does 
not indicate necessarily the existence of 
any causal connection. In the bulletins of 


* According to the data of the Harvard Bureau, the most 
notable change in sales volume from one year to another 
for the same firms was in the wholesale grocery trade, 
where 229 identical firms submitting fully comparable 
statements for both 1920 and 1921 showed a decline of 
30 per cent in aggregate volume of net sales in the latter 
year. In the retail jewelry trade 119 firms furnishing re- 
ports for both 1920 and 1921 showed an average falling off 


in net sales of 15 per cent in 1921. 
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the Bureau where comparisons have been 
made between firms in different volume 
groups this same association between large 
volume of net sales and a rapid rate of 
stock-turn appears in a majority of in- 
stances. 

In all but one case Wages of Salesforce 
(wages of regular and extra salesforce, 
commissions, bonuses, and premiums, and 
part of the salary of proprietor, partner, 
or manager proportionate to. the time 
spent in selling) was lower in the high 
stock-turn group than in the low stock-turn 
group. The one exception was in the re- 
tail shoe trade in 1919. In some instances, 
however, the common figure for all stores 
reporting was lower than the average for 
either the high or the low stock-turn 
group. In the shoe and jewelry trades the 
difference betwen the average percentages 
for this item in the high and low stock-turn 
groups was greater in 1920 and 1921 than 
in 1919. In the wholesale grocery busi- 


ness the greatest difference was in 1921, 
the discrepancy in 1919 being greater than 


that in 1920. Although there was some 
tendency for a low percentage of sales- 
force expense to accompany a rapid rate 
of stock-turn, the fact that the greatest 
differences were in the wholesale grocery 
and retail jewelry trades in 1921, where 
the average falling off in net sales volume 
was conspicuous, suggests that a low per- 


centage of salesforce expense may be re. 
lated fully as closely to a large volume of 
net sales as to a rapid rate of stock-turn. 

Total Selling expense (which includes 
advertising, boxes, wrappings, and other 
selling expense, in addition to wages of 
salesforce) showed practically the same 
tendencies as Wages of Salesforce, except 
that in 1919 in the retail shoe and jewelry 
trades the fifteen: firms with the lowest 
rates of stock-turn showed lower total sell. 
ing expense than the fifteen firms with the 
highest rates of stock-turn. 

In 1919 and 1920 in the retail jewelry 
trade the high stock-turn groups showed 
higher Buying, Management, and Office 
Salaries (including part of salary of pro- 
prietor, partner, or manager proportionate 
to time devoted to buying merchandise and 
to managing the business) than the low 
stock-turn groups, and the same was true 
in the retail shoe trade in 1919 and 1921. 
In 1921 in jewelry, 1920 in shoes, and all 
three years in the wholesale grocery busi- 
ness, the high stock-turn groups had lower 
average percentage figures for this item 
than the low stock-turn groups. Again, 
in some instances the common figure for 
all stores reporting was lower than the 
figure appearing in either stock-turn group. 
The evidence here is conflicting. It might 
be reasoned, of course, that more ex 
pensive management was necessary to s¢- 
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WHOLESALE GROCERY TRADE 
r 1919 1920 1921 
Highest All Firms Lowest Highest All Firms Lowest Highest All Firms Lowest 
Stock-turn Reporting Stock-turn Stock-turn Reporting Stock-turn Stock-turn Reporting Steck-turn 
Group-15 Firms 153 Group-15 Firms | Group-15 Firms 322 Group-15 Firms | Group-15 Firms 344 Group-15 Firms 
Common Common Common 
A 
verage Figures | Figurog | Average Figures | Average Figures | F114, | Average Figures | Average Figures | Average Figures 
Stock-turn 9.3 times 5.2 times 3.8 times 11.2 times 6.1 times 3.6 times 11.2 times 5.0 times. 2.7 times 
(Range 7.4-14.8) (Range 2.6-4.4) | (Range 9.0-15.6) (Range 2.5-4.1) | (Range 9.1-14.4) (Range 2.1-3) 
Net Sales $3,399,336 $1,436,856 $2,808,479 $1,313,92¢ $1,083,191 $741,125 
Wages of Sales force * 2.2% 22%, 26% 2.2% 21% 23% 22% 2.7% B1% 
Tota! Selling 24 24 27 24 22 25 23 29 33 
Buying, Management, and Office Salaries 18 iB] 208 Ww W 18 24 a1 23 
Total Buying and Management 22 2.0 24 23 24 21 25 26 28 
Rent 03 03 05 03 0.3 04 os 0.5 0.9 
Tctal Interest 10 16 18 13 16 2.0 uy 19 29 
Total Fixed Charges and Upkeep 19 28 31 2 27 33 22 33 60 
Total Expense 88 91 10.6 8.8 3.0 10.3 a8 ms 14.0 
Gross Profit 10.5 WA 18 9.2 6.5 10.3 10.1 77 
Net Profit (or Loss) 7 12 12 0.4 0.5 0.0 05 63 
| “includes Traveling Expenses of Sales force 











cure a rapid rate of stock-turn, but the 
data fails to lend much support to this 
argument. It may be of some importance 
that Harvard Bureau comparisons of ex- 
pense percentages between stores grouped 
according to volume of net sales have in- 
dicated a tendency for high percentages of 
management expense to accompany large 
sales volume. 

Total Buying and Management expense 
(which includes office supplies, postage, 
traveling, and other management, in ad- 
dition to salaries) showed practically the 
same variations in the above tables as Buy- 
ing, Management, and Office Saiaries, ex- 
cept that in the wholesale grocery business 
in 1920 Total Buying and Management 
was higher in the high stock-turn group 
than in the low stock-turn group. 

Rent includes rent of buildings used for 
operations, whether owned or leased, and 
also any storage fees incurred for the use 
of outside space. In all cases the high 
stock-turn groups showed lower average 
rent percentages than the low stock-turn 
groups. In the jewelry and wholesale 
grocery trades the greatest difference ap- 
peared in 1921.5. 

Total Interest includes both interest on 
capital-borrowed and interest on the net 
investment in the business exclusive of real 
estate. In all instances the high stock-turn 
groups had a lower average percentage of 
total interest expense than the low stock- 






turn groups, the largest difference in all 
three trades appearing in 1921. 

Total Fixed Charges includes, in addi- 
tion to Rent and Total Interest, the ex- 
penses for heat, light, and power; taxes 
(except on income and excess profits) ; in- 
surance (except on buildings) ; repairs of 
store equipment; and depreciation of store 
equipment. In each year in each trade for 
this item a lower average percentage figure 
appeared in the high stock-turn group than 
in the low stock-turn group, greater varia- 
tions being exhibited in 1920 and 1921 
than in 1919. 

Total Expense is made up of Total Sell- 
ing, Delivery, Total Buying and Manage- 
ment, Total Fixed Charges and Upkeep, 
Miscellaneous Expense, and Losses from 
Bad Debts. In each case this item was 
lower in the high stock-turn groups than 
in the low stock-turn groups. 

In all but one instance the average per- 
centage of Gross Profit (the difference be- 





5 Contradictory evidence in regard to Rent appears in the 
following table on operating expenses in department stores 
in 1921 according to the rate of stock-turn. Here the 
highest rent expense appears in the high stock-turn group. 


OPERATING EXPENSES IN DEPARTMENT STORES 
IN 1921 ACCORDING TO RATE OF STOCK-TURN. 
Net Sales-100%. 


Stock-turn 2.5—3.4 3.5 times 
less than times and over 
2.5 times 
Number of Firms.. 95 o4 111 
Salaries and Wages.. 16.2% 15.4% 14.7% 
OEE gc vsescscoses 2.38 2.4 2.5 
Advertising ......... 2.2 2.4 2.5 
eee Dee 3.0 2.2 1.8 
Total Expense..... 28.5 27.9 27.1 


(Bureau of Business Research, Harvard University, Bul- 
letin No. 35, Operating Expenses in Department Stores in 
1921.) 
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tween net sales and cost of merchandise 


sold) was lower in the high stock-turn 
greups than in the low stock-turn groups. 
The one exception was in the wholesale 
grocery trade in 1921, where the average 
gross profit in the fifteen firms with the 
highest rates of stock-turn was 10.1% of 
net sales as compared with 7.7% in 
the fifteen firms with the lowest rates of 
stock-turn. This exception probably re- 
flects the situation of rapidly declining 
prices which the wholesale grocery busi- 
ness faced in 1921. It also may be taken 
to indicate the desirability of a rapid rate 
of stock-turn on a falling market in order 
to avoid the necessity of large mark- 
downs. In some other instances, particu- 
larly in 1919, the higher average percent- 
ages of gross profit achieved by firms in 
the low stock-turn groups probably indi- 
cate that these merchants through specula- 
tive buying profited because of appreciat- 
ing values. The higher average expense 
percentages shown by the low stock-turn 
groups of course necessitated higher aver- 
age gross profit precentages if any net 
profit was to be shown. In this connection 
it is interesting to consider how far 
customary retail prices enable retailers 
with low rates of stock-turn to cover their 
higher operating expenses by higher per- 
centages of gross profit. Certainly the ex- 
ception in the case of wholesale grocers 
in 1921 reflects severe competition and 
rapid decline in prices. The common 
Gross Profit figure for all firms reporting 
.was lower than the average figures for 
either stock-turn group in retail shoe stores 
in 1921 and wholesale grocery establish- 
ments in 1920. 

The average percentages of Net Profit 
(gross profit less total expense) in 
jewelry stores in 1919 and 1920 were 
lower in the high stock-turn groups tian 
in the low stock-turn groups. This show- 
ing, however, was due wholly to the higher 
percentages of gross profit achieved by the 
firms in the low stock-turn groups, since 
in each year the average total expense per- 
centage in the low stock-turn group was 


higher than that in the high stock-turn 
group. In 1921, in spite of the fact that 
gross profit in the low stock-turn group 
was higher than that in the high stock-turn 
group and also higher than that in the low 
stock-turn group for the preceding year, 
the total expense percentage in this group 
was so much higher than that in the high 
group that there was an average net loss 
of 11.9% of net sales in the low stock-turn 
group as compared with an average loss of 
0.4% of net sales in the high stock-turn 
group. In the retail shoe trade in 1919 
average net profit in the high stock-turn 
group was lower than in the low stock- 
turn group, but in both 1920 and 1921 
better showings were made in the high 
stock-turn groups than in the low, the rea- 
sons for these variations being apparently 
the same as in the case of jewelry. In all 
three years in the wholesale grocery trade 
better average net profit percentages were 
achieved by the high stock-turn groups 
than by the low stock-turn groups. It is to 
be noted that the relations between gross 
profits and total expenses were such that 
the common net profit figures for all firms 
reporting were lower than the average 
figures for that item in either stock-turn 
group in retail shoe stores in 191g, but 
higher in the wholesale grocery business 
in 1919 and higher in retail jewelry stores 
in 1920. Also, a common net loss was 
shown by all firms reporting in the whole- 
sale grocery trade for 1920 as contrasted 
with 0.4% net profit in the high stock-turn 
group and neither profit nor loss in the low 
stock-turn group. Furthermore, the com- 
mon net loss for all shoe stores reporting 
for 1921 was larger than the average net 
loss in the low stock-turn group, the high 
stock-turn group having made a small 
profit. These results do not strengthen the 
value of gross and net profit figures 2s 
standards by which to judge the effects of 
different rates of stock-turn. 


Conclusion 


It appears then that a rapid rate of 
stock-turn is likely to be accompanied by 4 
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larger volume of net sales and lower per- 
centages of selling expense, fixed charges, 
total expense, and gross profit (except 
possibly under conditions of severe com- 
petition on a rapidly declining market) 
than are found with a slow rate of stock- 
turn. Whether higher or lower manage- 
ment expenses are to be expected with a 
fast turnover of merchandise is a point 
chat is not clear. As regards net profit, 
it is not apparent that stores with a high 
rate of stock-turn invariably make a better 
showing than stores that turn their stock 
more slowly. In fact quite the reverse 
may be true in a rising market. Never- 
theless, it is indicated that a rapid stock- 
turn rate in a falling market may accom- 
pany a readjustment of operating expenses 
to net sales that results in a better net 
profit showing. It should be borne in 
mind, however, that a high stock-turn 
figure during a period of falling prices 
may indicate merely a high degree of in- 
ventory depreciation, close adherence to a 
policy of hand-to-mouth buying, or even a 
serious depletion of inventories. 

Mere volume of sales is not a criterion 
of an efficiently conducted business; 
neither is the percentage of gross profit, 
and the same is true of net profit so far as 
it depends on gross profit. The surest test 
lies in the ratio of expense to sales. 
Rapidity of stock-turn is thus chiefly 
significant as accompanying a relatively 
low percentage of total expense. 

The association of a rapid rate of stock- 
turn with a relativeiy large volume of 
sales in no way proves that either is the 
cause of the other; both may be due pri- 
marily to good management. Theoretical- 
ly, a speedier turnover of merchandise 
might be supposed to bring about a larger 
volume of net sales because of less depre- 
ciation and fewer mark-downs, but the fac- 
tors affecting different firms during the 
same year or the same firms during differ- 
ent years are so numerous and complex 
that proof of this theory is difficult. Also, 
though a greater number of stock-turns 
during a period apparently permits a low- 


er percentage of gross profit, competitive 
conditions may operate to prevent this re- 
sult, and the immediate cause in any case 
is lower operating expenses. Likewise 
the effects of the rate of stock-turn on the 
percentage of net profit are similarly indi- 
rect, this item being determined by the re- 
lation between gross profit and total ex- 
pense. It remains to consider how far a 
rapid rate of stock-turn is directly respon- 
sible for a relatively low total expense 
percentage. 

Although a lower percentage of selling 
expense apparently tends to be associated 
with a rapid turnover of merchandise, it is 
dificult to prove a direct connection. It 
seems likely that a large volume of sales 
permits a more effective utilization of 
salesforce and therefore is more directly 
responsible for a lower percentage of 
salesforce expense than a rapid rate of 
stock-turn. In the case of buying and 
management expense, low percentage fig- 
ures seemingly are not always found as- 
sociated with a rapid rate of stock-turn, 
and the possibility of establishing a direct 
connection probably is even more remote 
than in the case of selling expense. There 
remain the items of fixed charges and up- 
keep expense. As regards rent, in spite 
of the exception noted in the case of de- 
partment stores, there is at least a proba- 
bility that in the long run a relatively low 
percentage of rent expense usually accom- 
panies a rapid rate of merchandise turn- 
over. Since the size of the average physical 
inventory bears some relation to rent ex- 
pense, the rate of stock-turn, even when 
measured in terms of value rather than by 
physical units, presumably has some direct 
effect on this item. The most direct re- 
sults, however, are in the case of interest 
expense, because interest on the average 
inventory of merchandise usually consti- 
tutes a material part of the total interest 
charge on the net worth of the business. 
There is also a direct relation between the 
value of the inventory and such expense 
items as taxes and insurance on merchan- 
dise. Whether volume of sales remains 
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the same or increases, a faster rate of mer- 
chandise turnover reduces the ratio of the 
average inventory to sales and makes any 
expense that is governe2 directly by size 
of inventory a smaller percentage of net 
sales. 

Although the rate of stock-turn thus di- 
rectly affects the percentage of total fixed 
charges and upkeep expense, it does not 
follow that a policy of increasing the ra- 
pidity of stock-turn can be followed with- 
out any limitations. In the first place the 
desire to achieve a rapid rate of stock-turn 
should not be permitted to interfere with 
careful buying; that is, a saving in ex- 
penses that might be achieved through in- 
creasing the rate of stock-turn must some- 
times be balanced against the higher cost 
of merchandise purchased in smaller quan- 
tities. Furthermore, a merchant cannot pin 
his faith so exclusively to stock-turn that 


he neglects to maintain an ample range of 
selection in the merchandise carried, Fre. 
quently, also, a store must have seasonal 
goods, popular style merchandise, or othe; 
goods demanded by its clientele, even 
though these sometimes interfere with 
planned stocks or planned rates of stock. 
turn. And certainly a rapid rate of stock. 
turn cannot take the place of an accurate 
knowledge of costs and a corresponding 
adjustment of the margin of gross prof, 

The effect of stock-turn on fixed charges 
alone usually is not great enough to ac. 
count entirely for the lower total expense 
percentage that ordinarily accompanies a 
rapid rate of stock-turn. It is therefore 


indicated that a rapid rate of stock-turn is 
more significant as an index of all-round 
efficient management leading to lower ex. 
penses than as a factor that will in itself 
produce lower expenses and higher profits. 
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by the Student Editorial Board have been 
chosen with regard to their interest to busi- 
ness executives and to the possibility of utilizing 
most effectively the resources at the command 
of men engaged in advanced study of business 
management, 

The first Department, “Summaries of Busi- 
ness Research,” will consist largely of summaries 
of the results of various intensive pieces of busi- 
ness research. Here, as in the Case Studies, effort 
will be made to diversify the subjects taken up 
for study so as to include material of value not 
only to the general executive but also to execu- 
tives primarily interested in selling, production, 
finance, or control. 

One of the outstanding characteristics of the 
Graduate School of Business Administration, the 
case method of teaching, has suggested the second 
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of these Departments called “Case Studies in 
Business.” It is the aim of the Board to present 
in the successive numbers of the Review a series 
of problems of significance and of general interest 
in the various fields of business management, each 
with one or more possible solutions. Case studies 
will be based upon the actual experiences of 
specific business concerns. Since the combina- 
tions of circumstances and the problems arising 
out of such conditions are of paramount interest, 
the frequent necessity of disguising names to avoid 
disclosure of confidential material does not alter 
the value of the discussions. 

The last of the Departments will be devoted to 
current business literature. This Department is 
divided into two sections, in one of which are 
critical reviews of new books of interest to busi- 
ness men and in the other book notices and short 
descriptions. 
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SUMMARIES OF BUSINESS RESEARCH 


1. TERM SETTLEMENTS 
FOR THE NEW YORK STOCK EXCHANGE 


A Discussion of the Effects of Term Settlements in Place of Daily Settlement 
of Transactions on the New York Stock Exchange 


I’: has always been the practise to settle 
all sales and purchases of securities 
on the New York Stock Exchange 
within 24 hours of their actual occurrence. 
The general rule on all the major Euro- 
pean exchanges, however, is to have cer- 
tain definite periods of time between 
settlements, these periods varying any- 
where from one week to a month. 

To point out the fundamental principles 
governing a periodical clearing of securi- 
ties without going into technical details is 
the purpose of this note. First, let it be 


said that such a scheme is feasible in New 
York, for the Stock Clearing Corporation 
has now reached such a degree of efficiency 


that without serious disruption it is capable 
of taking the forward step and of adopt- 
ing a term settlement plan. In fact, that 
organization has already commenced a 
study of the problem. 

To make Stock Exchenge transactions 
virtually contracts for future delivery 
stands out as the fundamental principle of 
any scheme for periodical settlements; be- 
cause sales of securities will require no 
passing of cash or delivery until the next 
settlement day. The present methods will 
be altered only in regard to the time of 
delivery. Members of the Exchange will 
buy and sell securities as they have always 
done, deferring the settlement of their con- 
tracts and the making of deliveries until 
specified clearing days. 

Since each broker will keep his books on 
a weekly or fortnightly rather than on a 
daily basis, one of the direct results of 
such a scheme must be to increase the num- 


ber of transactions carried on the brokers’ 
books. By offsetting one against another, 
these entries of purchase and sale should 
tend to balance more evenly in the long 
run, thereby utilizing the minimum amount 
of ready money and also economizing in 
the actual passing of securities from hand 
to hand. 

Because cash will no longer be necessary 
for purchases of securities, it will follow 
that the practise of lending money “on 
call’”” must be materially altered. The 
money requirements of the Exchange 
should therefore be reduced to that 
smaller amount needed for margins by 
brokers and for carry-overs of contracts 
from one settlement day to the next. Such 
a plan should, it appears, place the Stock 
Exchange on a basis comparable to the 
Cotton Exchanges and the Chicago Board 
of Trade, where cotton and grain are sold 
for future delivery and where sales are 
offset against purchases so that only the 
differences in price are settled with cash. 

To comprehend the final effects of this 
proposal, however, one must trace the in- 
direct as well as the direct results. The 
practise of carrying a large portion of the 
country’s “secondary” bank reserves in 
“call loans” in New York, where the 
collateral consists of Stock Exchange 
securities, presents certain marked de- 
fects. In times of monetary ease and ris- 
ing security prices, any individual bank 
can without difficulty call in its loans made 
to the Stock Exchange. On the other 
hand, in times of stress when many banks 
have need to convert their “secondary” re- 
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serves into cash, there arises a serious 
dificulty; a general withdrawal of funds 
at such a time from the Stock Exchange 
gives rise to a selling movement with a 
consequent decline in security prices such 
that the collateral behind these “call 
loans” shrinks rapidly in value. When this 
calling in of funds by the banks is exten- 
sive, the result is a severe decline in se- 
curity prices, often with an ensuing panic. 

The adoption of the Federal Reserve 
System did much to remedy this defect in 
that it made possible the rediscounting by 
member banks of their assets with the 
Federal Reserve Banks. Today a member 
bank can, by going to the Reserve Bank, 
turn “secondary” reserves into cash within 
three hours, provided those reserves con- 
sist of short-time obligations arising out of 
commercial transactions. Such a system re- 
sults in elastic banking reserves, for under 
it there is in times of stress an ultimate 
means of raising cash. The large part 
played by the “‘call loan,” however, con- 
tinues to jeopardize this new elasticity 
brought into existence by the Federal Re- 
serve, for it must be remembered that 
“secondary” reserves carried in Stock Ex- 
change loans are ineligible for rediscount. 

There exists today a bad case of action 
and reaction between collateral loan rates 
and security prices. Should the New York 
Stock Exchange adopt a term settlement 
plan, it is obvious that the money require- 
ments of its members will be so reduced 
that the practise of lending banks’ surplus 
funds “‘on call” in New York will become 
less important. It is probable that the 
money requirements for stock transaction 
settlements will be reduced to a position of 
minor significance, as is the case in London, 
where fortnightly settlements prevail. If 
this be the outcome, the banks will carry 
practically all their “secondary” reserves 
in obligations arising out of commercial 
transactions. On account of their eligibil- 
ity for rediscount, reserves so carried will 
comply with all that is desired on the score 
of elasticity. 
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Although several objections have been 
made to this proposed change, none ap- 
pear to present any serious obstacles. It 
is claimed that with a term settlement the 
broker has less opportunity to cover or to 
sell out in case of an unexpected rise or 
fali in prices. This need not necessarily 
hold, for a broker can change his position 
just as well under a system of fortnightly 
as under one of daily clearings. He either 
buys to cover or sells to “get from under.”’ 
The date on which deliveries and payments 
are made cannot alter the case. 

Since a selling or purchasing operation 
when extended over a weekly or fortnight- 
ly period might find brokers with exceed- 
ingly large commitments, it is reasonable 
to doubt whether all brokers could muster 
the necessary credit to pass through such a 
strain. This difficulty, however, concerns 
the technical details of the plan, and let it 
be said that in London, where there are 
many more exchange members than in 
New York, this obstruction has been over- 
come. 

The most popular objection to the 
proposal appears to be fear on the part 
of brokers of leaving contracts for pur- 
chase and sale unprotected for the period 
of the settlement. Present practise re- 
duces the weight of this argument. For 
since oral contracts, often made by a mere 
sign of the hand, are accepted on the Ex- 
change, it is not reasonable to fear any 
great danger from the extension of the con- 
tract period. Whether the clearing takes 
place once a day or once a week or fort- 
night, there can exist the same method of 
procedure and the same legai protection 
by the use of “‘tickets”’ in either case. This 
objection could also be overcome by de- 
manding a deposit of funds by the brokers 
with the Stock Clearing Corporation sim- 
ilar to the margin required in Paris from 
all exchange members trading for the term 
settlement, or by daily clearings, wherein 
contracts would be marked down to clos- 
ing prices each day, but where the final 
settlement would be deferred to the weekly 
or fortnightly period. SAS 
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Finally it should be said that, since the 
term settlement would materially reduce 
the money requirements of the Stock Ex- 
change and do away with the extensive 
practise of carrying the banks’ “secon- 






Mee development of a broad open 
market for Bankers’ Acceptances 
and United States Treasury Certificates 
of Indebtedness has become an important 
feature in the evolution of American finan- 
cial machinery during the last few years. 
As a direct consequence, there have arisen 
some interesting questions in regard to 
Bankers’ Acceptances and Certificates of 
Indebtedness as short time investments 
for commercial banks. 

Before the establishment of the Federal 
Reserve System, a great many banks kept 
a certain portion of their funds on the 
call money market in the large cities, par- 
ticularly New York, and regarded these 
loans as their secondary reserves to be 
liquidated when their primary cash re- 
serves were in danger of depletion below 
the statutory requirement. The liquida- 
tion of these loans proved most difficult 
at the times when it was most necessary. 
With the Federal Reserve Banks in opera- 
tion it is no longer necessary for a bank 
to maintain a secondary reserve in the 
form of call loans, because it can convert 
into cash at once any portion of its port- 
folio of eligible commercial paper by re- 
discounting it at a Federal Reserve Bank. 
Despite this fact, however, a very large 
number of banks outside of New York 
City continue the practise of lending sur- 
plus funds on call in New York rather 
than purchasing commercial paper, Bank- 
ers’ Acceptances or Certificates of Indebt- 
edness. 

One strong reason for this is the fact 
that bankers all over the country are thor- 
oughly familiar with the call loan whereas 
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dary” reserves in “call loans,” it shoul 
tend to make the members of the Stock Fy. 
change freer agents and less dependent 
upon the willingness of the banks to lend 
their surplus funds. 


the Bankers’ Acceptance and the Certif. 
cate of Indebtedness are newer to them. 
A second important explanation may be 
found in the fact that the call money mar. 
ket frequently offers more attractive rates 
than can be obtained on Acceptances or 
Certificates. This is illustrated in the 
chart on page IOI. 

An important apparent advantage of 
the “participation call loan” over commer. 
cial paper as a secondary reserve is the 
fact that the participating bank feels more 
‘confident of the security.1 Regardless of 
the fact that losses on commercial paper 
have been surprising'~ small during the 
last two and one-half years, the risk of 
a piece of paper is subject to more in- 
commensurable influences and_ requires 
more detailed checking than does a par- 
ticipation call loan based on active secuti- 
ties listed on some exchange and placed 
through some experienced correspondent. 
The maintaining of a proper margin is 
looked after by the city correspondent, 
and the loan requires almost no attention. 

The call loan, furthermore, can produce 
funds in New York on the same day it 
is called (if it is called in the morning) 
and does not have to be sent on to New 
York for sale, as is often the case with 
commercial paper, Acceptances and Cer- 





1It may be pointed out here that in speaking of com 
mercial paper we refer to paper of borrowing concerns 
which is floated through commercial paper houses an 
to anyone who wishes to invest in such an instrument 
We do not refer to the paper which a bank may discount 
for one of its customers and which is, in many casth 
subject to renewal if it is inconvenient for the borrower 
to take it up at maturity. Like a Bankers’ Acceptance 


commercial paper of the former variety is an uncondi 
tional obligation of the borrower whi pecs 
the lender wishes an investment of the payment of whic 
at maturity he can be perfectly sure, chasers of com 
mercial paper, as we have used th 
quests for renewals and do not 
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Dar ter may have occasion to liquidate. If 
uri- this expedient is adopted, there is a slight On the other hand, the yield on call 
ced advantage to commercial paper, Accep- loans fluctuates from day to day and is 
ent. tances and Certificates inasmuch as they not predictable. It is likewise true that 
1 Is may be sold to or rediscounted with the the interest yield is higher apparently than 
ent, local Federal Reserve Bank and thereby it is in reality. A city correspondent will 
on. produce Federal Reserve funds one day not undertake the work of making and 
et earlier than in the case of call loans which protecting brokers’ call loans for out-of- 
ES are paid by a one-day check on a com- town correspondents without some sort of 
8) mercial bank. compensation. This may take the form of 
. One further advantage of the call loan the use of a substantial balance at a low 
“a over commercial paper is the fact that rate of interest, say 2%, or a direct com- 
no endorsement is necessary to realize mission charge on the yield of the loan. 
oot upon the former. In rediscounting com- If the former method is used the balance 
- mercial paper at the Federal Reserve required by the city correspondent will 
my Bank, a member must ordinarily endorse ordinarily be larger when it is asked to | 
a the paper and thereby create a contingent make call loans for the account of its out- 
as liability to that amount. Some of the of-town correspondent than when it is not 
4 Federal Reserve Banks (notably the Fed- asked to do so. The loss of interest on 
set eral Reserve Bank of New York), how- this larger balance should be a proper de- 
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tificates. This difficulty, however, can be 
overcome by allowing a city correspondent 
to hold for an out-of-town bank any paper, 
Acceptances or Certificates which the lat- 


ever, do not require further names when 


purchasing a Bankers’ Acceptance already 


bearing “satisfactory banking endorse- 
ment.” This “satisfactory banking en- 
dorsement” may or may not be that of 
a member. 


duction from the net interest earned on 
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call loans, and no doubt would reduce such 
earnings, over a considerable period, to 
more nearly the level which could be se- 
cured on commercial paper. 

The call loan, furthermore, places the 
lender in a position of dependence on the 
city correspondent. He cannot conduct his 
transactions himself as he wishes. 

The most important consideration in 
judging what is a suitable secondary 
reserve for a commercial bank is the 
liquidity of the proposed investment. The 
liquidity of the stock exchange call loan 
is dependent on the ability of the bor- 
rowers to shift their loans to other banks. 
Failing this, the collateral back of such 
loans must be sold at market without the 
assurance of adequate purchasing demand. 
The sacrifice of values and the difficulty 
of calling loans under such circumstances 
are too well known to require further 
comment. 

Eligible commercial paper of a member 
bank, however, may be rediscounted at the 
Federal Reserve Banks. Until recently 
the rediscount rate has been below the 
purchase rate on such paper, and its re- 
discount therefore has required no sacri- 
fice? To be eligible for rediscount, how- 
ever, commercial paper (except for agri- 

cultural and live stock purposes) must 
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less, therefore, a banker has commercial 
notes in his portfolio which come within 
the go-day requirement, the investment can 
hardly be considered sufficiently liquid for 
a secondary reserve because there is no 
certain market prepared to absorb large 
amounts of 3-6 months commercial paper 
at all times and at a fair rate. Commer- 
cial paper once purchased does not ordi- 
narily come upon the market again before 
maturity. As a result there is no consid- 
erable floating supply of paper which has 
been carried to within go days of maturity 
and is suitable, therefore, for investment 
of short time funds as a secondary re- 
serve. It is true, of course, that a bank 
can create its own secondary reserve in 
the form of carefully selected commercial 
paper by buying prime notes with succes- 
sive maturities. It can maintain in its 
portfolio, therefore, any required amount 
of commercial paper with a maturity less 
than 90 days which is eligible for redis- 
count at the Federal Reserve Bank. Such 
a portfolio of maturing paper forms 4 
highly satisfactory secondary reserve be- 





2In late April, 1922, the market rate on prime comer 
cial pape t fell below the ‘4% rediscount yy of the ne 

York Federal Reserve B and remained so wadil e 
latter rate was reduced to 4% on June 22, 1022, at whic 
date the rates were practically coincident. 
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cause, besides satisfying the requirements 
of liquidity, its yield is considerably higher 
than that obtainable on Acceptances and 
Certificates of Indebtedness. In consider- 
ing the advantages of the various types of 
investments for a secondary reserve, how- 
ever, we are in general speaking of the in- 
vestment as a secondary reserve from the 
time it is purchased until maturity. Three 
to six months commercial paper when it is 
first purchased lacks the required liquidity 
until it becomes eligible for rediscount at 
the Federal Reserve Bank. 

With Bankers’ Acceptances the case is 
somewhat different. For acceptances 
there is developing an active broad open 
market, which is prepared to take up at all 
times substantial quantities of bills without 
appreciable effect on the rates. For the 
past eight years banks have been encour- 
aged to open acceptance credits and make 
bills, the number of dealers has been in- 
creasing and educational information 
about Bankers’ Acceptances has been wide- 
ly circulated. In the development of the 
Acceptance market the Federal Reserve 
Banks have played an important and per- 
haps dominant, part. They have followed 
the practise of buying at or slightly above 
market rates large quantities of accep- 
tances, particularly when the supply of 
bills was large and the demand sluggish. 
Their purchases, however, have been lim- 
ited to endorsed bills. 9 

In order to support the volume of busi- 
ness which they transact, dealers in accep- 
tances are required to carry large portfo- 
lios of bills relative to their capital. Fur- 
thermore, the margin of profit is small 
and a rapid turnover is necessary if any 
profit is to be made. It is obvious, there- 
fore, that dealers must be able to secure 
large loans to carry their bills and that 
these loans must be at rates approximately 
the same as the discount basis on which the 
Acceptances are purchased; for if the 
rates are higher, the dealer's profit is con- 
sumed in carrying his bills. In the early 
developmental period of the Acceptance 
market, dealers secured their funds largely 
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from their own banks in the usual way. 


As the volume of Acceptance business in- 


creased, however, competition became 
keener and the margin of profit was re- 
duced to a minimum. Furthermore, deal- 
ers were unable to secure all the necessary 
funds from their own banks. The result 
of this need for additional accommodation 
and the further fact that acceptances con- 
stitute a gilt-edge collateral was the devel- 
opment in New York of a call money mar- 
ket, as well as an ‘“‘over-counter” time 
money market, against Acceptances as col- 
lateral. Because the volume of such funds 


available for lending against Acceptances 


fluctuated from day to day and month to 
month far more than the demand for ac- 
commodation, the Federal Reserve Bank 
of New York instituted the practise in 
1919 of purchasing from bill dealers un- 
der a 15-day repurchase agreement any 
bills which the dealers were unable to 
carry at reasonable rates in the outside 


‘market. The rate at which such purchases 


are made averages approximately the buy- 
ing rate on Acceptances at the time. This 
policy was also adopted by the Federal 
Reserve Banks of Boston and Chicago. 
The result of this policy on the part of the 
Federal Reserve Banks has been further 
to increase the volume of money in the 
outside market seeking employment 
against Acceptances and to place the Fed- 
eral Reserve Banks in the position of 
shock absorbers prepared to take care of 
bill dealers should the outside market con- 
tract. 

The developments of the money market 
as described above have made it possible 
for the dealers in Acceptances to buy all 
the satisfactory bills offered to them with- 
out any sudden increase in the rates. This 
is the most essential condition for a broad 
Acceptance market. 

As a matter of fact the knowledge 
among banks and dealers that the Federal! 
Reserve Banks will purchase considerable 
quantities of Acceptances both under re- 
purchase agreements and for their own 
accounts, rather than the actual purchases 
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of such Acceptances by the Federal Re- 
serve Banks, has come to be the more im- 
portant influence looking toward the 
creation of a broad and liquid market. 
The chart on page 102 shows the hold- 
ings of Bankers’ Acceptances by the 12 
Federal Reserve Banks and the acceptance 
liability of all member banks. From this 
it is evident that it has been necessary for 
the Federal Reserve Banks to absorb an 
increasingly smaller proportion of the out- 
standing Acceptances in order to maintain 
a broad market. 

Some of the Federal Reserve Banks, 
furthermore, have facilitated the distribu- 
tion of Acceptances to a certain extent by 
purchasing endorsed bills for the accounts 
of out-of-town member banks, holding 
them and disposing of them if their sale 
is desired, or collecting them at maturity. 
A sale by the out-of-town member to the 
Federal Reserve Bank has the advantage, 
as pointed out above, of producing Federal 
Reserve funds on the day of sale. A sale 
to a broker would produce a one-day 
check. 

A further interesting possibility should 
at least be mentioned. It is possible that 
the New York Stock Exchange may estab- 
lish some sort of term settlement plan at 
some time in the future. The matter is 
being studied, much interest has been 
aroused, and favorable reports are current. 
If some such plan be adopted, it is fair 
to assume that the demand for stock ex- 
change call loans will be very considerably 
reduced, perhaps as much as 80% to 90%. 
In such an event, the New York banks will 
be perfectly able to carry all the call loans 
required. As a liquid investment, further- 
more, the call loan will become even more 
unsatisfactory than it is under the existing 
system of daily clearings. 

The case for the short-time Treasury 
Certificate of Indebtedness is not essen- 
tially different from that of the Bankers’ 
Acceptance. It has the same sort of broad 
market and is dealt in by the same sort of 
dealers.? Although the Federal Reserve 
Banks do not attempt to support the 
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market on these Certificates as they do on 
Bankers’ Acceptances, they have been 
large purchasers of the former. A 

parently the yield on Certificates has been 
about the same as that on Bankers’ Accep. 
tances, but actually it has been higher, 
when the tax exempt features of the Certi. 
ficate are taken into consideration. The 
position of the Certificates in the market, 
however, is more temporary than that of 
the Bankers’ Acceptance. There are out. 
standing at this time (August, 1922) 
about $1,495,366,000 Certificates of In. 
debtedness: with maturities of less than a 
year, which, together with the remaining 
$1,000,000,000 of 434% Victory Notes, 
constitute nearly two and one-half billions 
of Government debt with a maturity of 
less than a year. We have already seen 
some indications which make it seem 
probable that when the market becomes 
more advantageous, the Treasury will 
fund a large portion of these obligations 
into a somewhat longer term bond. If 
this occurs, it will deprive the money 
market of at least the majority of Govern- 
ment obligations with a maturity short 
enough to make them suitable as invest- 
ments for the secondary reserves of com- 
mercial banks. 


Ratio of United States Treasury Certificates of Indebtedness 
to Total Loans, Discounts and Investments. 


800 Leading Member Banks. 


Month 1918 1919 1920 1921 1922 
(Last Report) 

anuary ...... 10.9% 4.8% 1.5% 1.6 % 

ebruary ..... 1% 40% 1.5% I% 
March ........ 9.3% 13.4% 2.9% 15% 89% 
ee 12.5% 14.3% 3.6% 1.5% 11% 
BP  saviwnesena 8.4% 11.9% 3.6% 1.2% 82% 
fuse eae SS 5.0% 6.4% 2.5% 1.4% 18 % 

Ma pcccnceeun 6.2% 7.7% 2.6% 14% 17 % 
pO re 7.3% 7.7% 2.5% 1.1% 
September ....10.9% 6.9% 19% 1.1% 
October ....0. 6.4% 5.8% 1.7% 1.5% 
November .... 5.3% 5.3% 1.9% 13% 
December .... 7.0% 5.1% 1.6% 1.5% 


When the above factors are considered 
it seems evident that as a direct purchase 
the Bankers’ Acceptance is the most satis- 
factory investment for the secondary re- 
serve of a commercial bank. The market 
for Acceptances is becoming broader, 


It is enlightening to note the decrease in the proportion 
of the Certificates held by the 800 leading member banks 
in relation to the Total ns, Discounts and Investments 
of these banks. The table above represents this on * 

percentage basis. 
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and broader, while that for call loans is 
becoming of less importance and that for 
Certificates of Indebtedness is probably 
relatively temporary even though excellent 
at the moment. With the development in 
the use of dollar credits abroad, further- 
more, the Bankers’ Acceptance will tend 
to increase in importance as an interna- 
tional instrument. This will eventually 
create a highly elastic market for dollar 
bills, similar to that created for the sterling 
bill in London. 

As pointed out, eligible commercial 
paper carried to within 90 days of matur- 
ity has become very liquid and yields 
besides a somewhat higher rate than 
Bankers’ Acceptances. It must, however, 


be carried to within the eligible period be- 
fore it can be considered as a satisfactory 
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investment for the secondary reserve of 
a commercial bank; and even the most 
carefully selected paper can hardly be 
considered as secure as endorsed Bankers’ 
Acceptances, bearing the names of two 
nationally known banks. 

It should, perhaps, be pointed out that 
at certain times in the business cycle, 
notably when money rates are falling and 
the security market is partly on that ac- 
count experiencing an upward movement, 
long time Government bonds as well as 
certain gilt-edge corporation bonds form a 
very attractive investment for the surplus 
funds which commercial banks ordinarily 
find available at that time. At such times, 
the chances for appreciation are excellent 
and the market is very liquid for such 


bonds. ° 


3. PIG IRON PRICES 


A Comparison of English and American Pig Iron Prices from 1914 to 1922 


NTIL December, 1914, there was a 
close correlation between the fluctua- 

tions of prices of selected grades of pig 
iron in the United States and England. 
Then, as might be expected, the price of 
pig iron in England advanced steadily 
until it was checked by governmental con- 
trol of prices in April, 1916. The price of 
pig iron in the United States, however, did 
not reflect the war-time demand until Au- 
gust, 1915, or one year after the outbreak 
of the war. The advance was more 
marked than in England and in 1917, 
when the United States entered the war, 
the price advancedvin five months from 
$30 to over $53 per gross ton. In Sep- 
tember of the same year, the United States 
war control price on basic pig iron went 
into eflect at $33, a figure approximately 
$12 above the war control price in Eng- 
land. When government control was re- 
moved in both countries in 1919, the dis- 
parity in the prices of pig iron became 
more pronounced. If the trend of the 
prices of these two grades of pig iron is 
typical of the price movements of other 


commodities, as is probable, it is obvious 
that there can be little certainty in the 
course of foreign commerce until some- 
thing more nearly approaching the pre-war 
relationship is obtained. 

The accompanying charts were made to 
determine the relative course of prices of 
pig iron in the United States and England 
during normal times and to show to what 
extent the war, with its accompanying ef- 
fects both upon demand and supply condi- 
tions and upon the purchasing power of 
currencies in which prices were quoted, dis- 
rupted this relation. Basic pig iron, val- 
ley quotations, and Cleveland! No. 3 
Foundry pig iron, domestic quotations, 
were selected as the most representative 
price statistics in the United States and 
England respectively. These grades are 
more extensively produced than any 
others; regardless of their use, therefore, 
they are probably the most sensitive to 
changes in business conditions. Since the 
use of pjg iron, however, is determined 


1 Sometimes called Middlesborough. 
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Comparison of Pig Iron Prices—United States and England—1911-1916 
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exeees Monthly average price per grose ton Basic (U. S.) Pig Iron, 


SOURCES: 1911-1921 inclusive, Metal Statistics, 
1922, p.77; January-July 1922, Monthly average 
45 price constructed from weekly quotations in 45 


@ @@ Monthly average price per gross ton Cleveland (England) 
40 No.3 Foundry Pig Iron converted into dollars at the 49 
monthly average of the daily noon buying rate for 


SOURCES: Pig Iron prices 1911-1913, Mines 
35 and Quarries Reports of British Documentary 
Accounts and Papers; Pig Sron prices 1914-July 
1922, monthly average price from The Jron and 
._ Coal Trades Review, rate for cable transfers, 
30 Commercial and Financial Chronicle and Fed- 


—-— Monthly average price per gross*ton Cleveland (England) 
No.3 Foundry Pig Iron converted into dollars at par 
of exchange - - $4.8665 equals one pound sterling. 
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principally by its chemical analysis, an at- 
tempt was made to select grades which 
were comparable in this respect. Metal- 
lurgical data * indicates that no grade of 
English pig iron is exactly similar to 
United States Basic. Cleveland No. 3 


Foundry was used because of its sensitive- 








~ 9 The chemical analysis of some of the grades considered 
is as follows: 








Middles- 

Vv. &. Cleveland borough Lincolnshire 

Basict No.3 Foundry? Basic t Basic t 
Carbon 8.50-4% 3.50% 3.10% 3.50% 
Manganese 1.00-2% 55% 1.50% 2.10% 
Silicon under1% 2.50% 1.00% 52% 
Phosphorus .10-2% 1.50% 1.50% 2.18% 
Sulphur under .1% 05% 05% 05% 






t Bradley Stoughton, patetiure of Iron and Steel, f 8. 
t The Iron Trade Review, Vol. 66. March 18, 1920, 
pp. 844-45. 








ness to general price movements. It is ad- 
mitted that conditions might have existed 
during the war which changed the course 
of prices of these two grades alone with- 
out affecting the trade in general, but an 
average would be representative only if 
each grade used in its construction were 
properly weighted. Not only would this be 
a task of great magnitude, requiring an 
assumption of knowledge of trade con- 
ditions which the writers do not wish to 
assume, but it would also involve the use 
of statistics which have not been regularly 
available in the United States. 
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The foreign exchange rate had its in- 
fluence on the relation of prices in the two 
markets, although until the outbreak of 
the war, the difference between par rate of 
exchange and the current rate was so small 
that a separate curve was not deemed nec- 
essary. In August, 1914, a sharp advance 
in the rate of cable transfers produced a 
distinct but temporary rise in the Cleve- 
land curve. With the pegging of sterling 
exchange in January, 1916, at about $4.77 
and the establishment of war control prices 
in Great Britain three months later, all 
fluctuations were removed except those 


caused by the occasional increases in gov- 
ernmental prices. When, however, official 
control was removed from exchange rates 
in March and from pig iron in April, 1919, 
the quotations moved in opposite direc- 
tions. As can be noted from the par con- 
version curve, the price of Cleveland pig 
iron increased without a single recession 
until, together with the price of Basic pig 
iron in the United States, it reached its 
high point in September, 1920. Except 
for two or three rallies, English pig iron 
prices during the ensuing eighteen months 
steadily sought lower levels. 
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4, ESTIMATES VERSUS ACTUAL COSTS 


A Method of Tying Up Estimates with Actual Cost Figures 
on the Regular Books of Account! 


ORE and more accurate methods 
have been devised during recent 
years for obtaining the actual costs of pro- 
duction in most industries. This process 
has been greatly facilitated by the policy, 
now generally accepted, of tying up the 
cost books with the financial books, and 
thus subjecting the former to the check 
of double-entry bookkeeping and insuring 
that all costs incurred have been taken into 
account in obtaining the final cost of the 
product. a 
Cost accounting aids management most 
effectively when it brings to light the 
separate effect of each of the factors which 
produce the net profit or loss. Business 
enterprises are often so complex that they 
cannot be satisfactorily controlled as a 
single unit, but the most complex enter- 
prises can be separated for this purpose 
into more simple parts and the efficiency 
of the whole thereby increased. When 
business operations are departmentalized, 
it is easier to find wastes and inefficiencies. 
This can best be accomplished by making 
comparisons with standards based upon 
either estimates, past experience, or both. 
With the wastes localized, the causes are 
more easily determined and eliminated. 
Such comparisons with standards are 
commonly made outside the books. Yet 
it is just as desirable that the estimates be 
incorporated into the cost books as it is 
that the cost books be incorporated into 
the financial books. In this way not only 
is accuracy insured, but valuable statistical 
information is preserved for the manage- 
ment on the books themselves. 
The following discussion illustrates the 
application of these principles to a public 
grain elevator. The accounts show the 


1 Adapted from a graduation thesis presented by E. H. 
Gault in the Harvard Graduate School of Business Ad- 
ministration in April, 1921, entitled A Method of Cost 
Finding for Grain Elevators. 


profits and losses arising from the follow. 
ing factors: 


1. Actual expenses below or above 
estimated expenses. 

2. Operations for a greater or lesser 
number of hours than estimated. 

3. Operations above or below the esti- 
mated speed of handling grain. 

4. Estimated profit included in selling 
price. 


In order that these separate factors may 
be determined for each separate opera- 
tion, it is necessary to departmentalize the 
elevator and collect the actual costs of 
each of the various departments. The 
elevator may be divided into two classes 
of departments: operating departments, 
such as unloading, elevation, storage, 
cleaning, drying and delivery; and con- 
tributory departments, such as administra- 
tion, power, light and heat, and weighing. 
Each element of cost should be allocated 
to one or more of these departments. The 
costs of the contributory departments must 
then be allocated to the operating depart- 
ments, from which they are charged to the 
product. 

The costs should be charged to the grain 
which passes through the department by 
a method which distributes them as nearly 
as possible in proportion to the benefit 
which the grain receives. The method 
which best does this will vary among the 
departments. The methods of distribu- 
tion which will ordinarily prove most equi- 
table in a modern elevator are: 


METHOD OF 
DEPARTMENT DISTRIBUTION 
Unloading Machine-hour 
Elevation Machine-hour 
Storage Bushel-day 
Cleaning Machine-hour 
Drying Machine-hour 
Delivery (bulk) Machine-hour 
Delivery (bagging) : 
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Inasmuch, however, as it is impossible 
to know in advance either how much the 
actual costs in each department will be or 
how much grain will go through to absorb 
these costs, the distribution must be made 
bn the basis of advance estimates. The 
following are the estimates which must be 


made: 


(1) The number of bushels of grain which 
will be handled by each department during the 
coming cost period. It is very difficult to make 
this estimate correctly. Like an estimate of the 
future sales of a retail store or the revenue of 
a railroad, the estimate of the number of bushels 
it is expected to handle during the next cost 
period is based on the uncontrollable actions of 
other people and consequently at most can be 
only an intelligent guess. It should be made 
only after a careful study both of the amount 
of grain which has been handled in the past and 
of the present and probable future economic con- 
ditions in agriculture. 

(2) The cost of operating each department 
during the coming cost period. ‘This will be 
made up of the following: (1) fixed charges, 
which will vary for a bushel of grain in propor- 
tion to the number of bushels handled; and (2) 
current operating expenses such as labor, sup- 
plies, power and the like, which vary closely 
with the operating time in each department. The 
fixed charges, which usually make up one-third 
or more of the departmental expense, are con- 
stant. The current operating expense depends 
upon the number of bushels handled, or in 
other words upon the time the department is in 
operation. 

(3) The number of bushels each machine in 
a department will handle per hour. This figure 
with that in number (1) makes it possible to 
get the number of hours of operation in the next 
cost period. If men are used instead of ma- 
chines in handling the grain in a department, the 
number of man-hours will of course be the 
figure desired. This number of machine-hours 
or man-hours is the figure which makes it pos- 
sible both to attach the elevator costs to the 
grain handled at the time it passes through the 
elevator and to estimate the current expense 
for each department. 


The cost period in this business should 
be one year, which is long enough to iron 
out seasonal irregularities and _ short 
enough to enable the intelligent determina- 
tion of the effect on the business of gen- 
eral agricultural conditions. 
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The means of tying up the cost esti- 
mates with the actual book records is 
found in the departmental accounts; here, 
likewise, it is possible to make comparisons 
and analyses of both the estimates and the 
actual results. In addition to the regular 
financial accounts, which of course include 
a general Profit and Loss account, the fol- 
lowing departmental accounts are used: 


Departmental Expense 

Departmental Expense Burden 

Departmental Expense Adjustment 

. Departmental Idle Time Adjustment 

. Departmental Revenue 

. Departmental Speed of Handling Grain 
Adjustment 

7. Departmental Profit and Loss 


The method of utilizing the accounts is 
as follows: 


SYP YP m 


I. DEPARTMENTAL EXPENSE 


Debit this account with the total actual ex- 
penses of the department. 

Credit it with the estimated cost of actual 
operation: i. e. the actual hours of operation 
multiplied by the estimated rate, the accompany- 
ing debit being to Departmental Expense Bur- 
den. 

The balance, which shows the difference be- 
tween the actual expense and the estimated ex- 
pense for the time the department was in opera- 
tion, is carried to Departmental Expense Adjust- 
ment, which is ultimately closed into Depart- 
mental Profit and Loss. 


2. DEPARTMENTAL EXPENSE BURDEN 
Debit this account with the expense absorbed: 
i. e. the actual hours multiplied by the estimated 
rate, the accompanying credit being to Depart- 
mental Expense. 


Credit it with the estimated department ex- 
penses: i. e. the estimated hours multiplied by 
the estimated rate, the accompanying debit being 
to Departmental Revenue. 

The balance, which shows the gain or loss due 
to the difference between actual and estimated 
operating time, is carried to Departmental Idle 
Tirne Adjustment, which is ultimately closed 
into Departmental Revenue. 


3. DEPARTMENTAL EXPENSE ADJUSTMENT 

The closing balance of Departmental Expense, 
which shows the gain or loss due to a difference 
between the actual expense and the estimated ex- 
pense for the time the department was in opera- 
tion, is carried into this account in order to pre- 
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serve the item for statistical purposes. The 
account is in turn closed into Departmental 


Profit and Loss. 


4. DEPARTMENTAL IDLE TIME ADJUSTMENT 

The closing balance of Departmental Expense 
Burden, which shows the gain or loss due to a 
difference between actual and estimated operating 
time, is carried into this statistical account, which 
is in turn closed into Departmental Revenue. 


5. DEPARTMENTAL REVENUE 


Debit this account both with the estimated 
expenses (estimated hours multiplied by esti- 
mated rate), the accompanying credit being to 
Departmental Expense Burden; and with the 
estimated profit on the grain handled, the ac- 
companying credit being to Departmental Profit 
and Loss. 


Credit it with the proportion of revenue at- 
tributable to it.? 


Bring into it the closing balance of Depart- 
mental Idle Time Adjustment, after which the 
balance will represent the gain or loss due to a 
faster or slower handling of grain than was ex- 
pected. This balance is then carried to Depart- 





2Since the elevator business is essentially a storage 
business with a lien on the grain going through, it is not 
incorrect accounting to credit Ee departments. before 
delivery, with their share of the revenue from the grain 
they have handled,—preferably in the proportion of each 
department’s costs to the total costs. 
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mental Speed of Handling Grain Adjustment 
which is in turn closed into. Departmental Profit 
and Loss. 


6. DEPARTMENTAL SPEED OF HANDLING GRAIN 
ADJ USTMENT 

The ciosing balance of Departmental Revenue, 

which shows the gain or loss due to a faster 

or slower handling of grain than was expected, 

is carried into this statistical account, which js 

in turn closed into Departmental Profit and Loss. 


7. DEPARTMENTAL PROFIT AND LOSS 


Credit this account with the estimated profit 
on the grain passing through the department, the 
accompanying debit being to Departmental Reve- 
nue. 

Bring into it the closing balances of Depart- 
mental Expense Adjustment and Departmental 
Speed of Handling Grain Adjustment, after 
which the balance will represent the net gain 
or loss of the department. This balance is then 


carried to General Profit and Loss. 


All the departmental accounts are now 
closed. The estimates have been incor- 
porated in the books of account, and the 
comparisons between them and the actual 
costs have been preserved there for the use 
of the management. 
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CASE STUDIES IN BUSINESS 


I. THE STAR COPPER COMPANY ' 


A Case Analyzing the Effects of Vertical Combinations in the Copper Industry, with 
Special Reference to the Anaconda-American Brass Combination 


chase of the American Brass 

Company by the Anaconda Copper 
Mining Company raised questions among 
the executives of the Star Copper Com- 
pany as to the effect of that combination 
upon its own future, and as to the advisa- 
bility of the Star Company itself undertak- 
ing a similar move.” 

Vertical combinations of the Steel Cor- 
poration type have been prompted by a 
desire to insure an adequate and cheap sup- 
ply of the limited amount of raw material 
to protect large investments in fabricating 
equipment. In the case of non-ferrous 
metals, however, which have more limited 
uses than iron because of their physical 
properties and higher cost, the current 
supply is usually entirely adequate for the 
current demand. The mine owner, ac- 
cordingly, is interested in acquiring a sure 
outlet for his product and, therefore, seeks 
to acquire control of fabricating plants 
and contact with the consuming market, 
as was the case with the Aluminum Com- 
pany of America. 


To: culmination in 1922 of the pur- 


General Considerations 


The fundamental conditions prompting 
the Anaconda purchase have been outlined 
in a letter written by Mr. Ryan, Chair- 


‘ Fictitious names are used to designate the concerns the 


problems of which are used as a basis for discussion ex- 
cept in cases in which the facts are publicly recorded. 


art... subject of vertical combination or integration in 
industry has rarely been discussed from the viewpoint of the 
individual business concern. Various works upon combina- 
tions and the standard texts in economics deal with the 
subject briefly. _See Lewis H. Haney, Business Organiza- 
tion and Combination, pp. 24, 33-34, 132-134, 361-362.— 
Jeremiah Jenks and Walter E. Clark. The Trust Problem 
vee. 110-118—Eliot Jones, The Trust Problem in the 
Sonam States, pp. 3-4, 188, 196, 198-199, 204, 234-235, 
ai2-08.—D. H. MacGregor, Industrial Combination, pp. 
Pes 86, 95-106.—Alfred Marshall, Industry and trade, 
rinciples of Economics, Vol. I, pp. 60-63. 


man of the Anaconda Board, in Decem- 
ber, 1921: 


“For several years it has been increasingly 
apparent that in order to place the business on 
a sound foundation, it would be necessary to 
acquire manufacturing and fabricating plants 
through which the product of the corporation, 
refined copper and zinc, might find an outlet 
to the various industries which utilize such 
products. 

“It has been a growing conviction of the offi- 
cers that the large investment required to carry 
on the business of mining, smelting and re- 
fining of copper and zinc was inadequately 
protected, and the business lacked a stabiliz- 
ing influence so long as the producers could 
not reach out to the ultimate consumers of 
their product and take steps which it is be- 
lieved necessarily must be taken if the cop- 
per producers are to meet the competitive 
efforts of the producers of other metals in 
marketing and distributing the same.” 


Advantages of Continuous 
Operation 


A steady outlet to protect large invest- 
ment in equipment, and improved market- 
ing and distributing methods have been 
two great needs of copper mining com- 
panies. Periods of idleness in the copper 
industry have involved large costs for 
maintenance and depreciation on equip- 
ment, and for repairs as a result of the 
flooding and caving of mine shafts and 
galleries. The Anaconda Company spent 
$6,000,000 for maintenance alone during 
the period of idleness in 1921. The dan- 
ger of losing skilled workmen during the 
idle periods is illustrated by the difficulties 
of copper mines which resumed operations 
in the summer of 1922. Since mines are 
in isolated regions, once laborers have 
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been forced to find work in other locali- 
ties, a strong incentive in the form of high 
wages is not always sufficient to draw them 
back to the disagreeable work in the cop- 
per mines. New immigrants are used ex- 
tensively in this work; consequently, the 
reduction of this supply through immigra- 
tion restriction has intensified the labor 
difficulties. 

In the past, lack of coordination of sup- 
ply and demand has made continuous 
operation of mines difficult. Small, in- 
efficient mines, attracted into operation by 
periods of metal scarcity and high prices, 
require several months, even a year, to 
supply material to the market. Often 
activity in the market subsides by the time 
full production is reached. When the de- 
mand does drop, metal stocks are usually 
at their highest, and a severe decline in the 
market price follows. A sure outlet for a 
portion of its product at such times, even 
at a low price, would be valuable to a min- 
ing company in helping it to maintain its 
properties in working order, to employ its 
skilled workmen, and to be in a position 
to take immediate advantage of any im- 
provement in market conditions by ex- 
panding production. In this connection, 
however, it must be noted that any con- 
tribution to stocks during a depression 
must tend to prolong the period of low 
price and inactivity for the trade at large. 
From the selfish standpoint of the com- 
pany in question, the disadvantage of a 
longer period of low price must be bal- 
anced against the advantages of continu- 
ous operation. The use of a company’s 
ore reserves during periods of low price is 
undesirable and should be limited to an 
amount sufficient to sustain continuous 
operations. Finished copper inventories 
which may accumulate in a dull market 
soon represent large amounts of money 
and become expensive to carry during de- 
pression. A company with accumulated 
stocks of copper refusing to sell below cost 
is gambling, not only that prices will rise, 
but also that they will rise soon enough 


and high enough to reimbarse it for the 
accumulating interest charges. 


Marketing Situation 


The general market situation referred 
to by Mr. Ryan in the second paragraph 
of the above quotation presents a problem 
peculiar to copper, the solution of which 
provided one of the prime motives for the 
combination undertaken by Aanaconda, 
During the war, military and naval de. 
mands required all the facilities for pro. 
duction in the copper and brass industry. 
Ordinary requirements were necessarily 
served by substitute materials, which in 
many cases were inferior and in most 
cases were cheaper than copper and brass. 
The production of substitute materials, 
such as aluminum, was largely controlled 
by single large producers who fortified 
themselves in the new fields by exten. 
sive advertising campaigns and by other 
intensive selling methods. The copper 
industry, which has always been highly 
competitive, has been marked by a lack 
of coordination of selling effort both 
among the producers and between the pro- 
ducers and fabricators. The metal and its 
products have been sold largely on their 
recognized worth. The industry was 
poorly prepared, therefore, to recover the 
domestic market when the depression of 
1921 reduced demand to a point where 
both copper and its substitutes were un- 
able to find an outlet. Copper for electric 
wire and apparatus was in demand. This 
trade normally constitutes one-fourth to 
one-third of the domestic consumption. To 
dispose of the remaining two-thirds to 
three-fourths of the domestic consumption 
and of some of the copper formerly taken 
by the export trade required selling meth- 
ods similar to those employed by compet- 
ing metal producers. 

The task confronting the copper indus- 
try as a whole was apparently to educate 
the small consumer to demand copper and 
brass articles even though slightly higher 
in original cost, and to persuade dealers to 
at prices consistent with the greatly re- 
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supply that demand from adequate stocks 
duced cost of copper. Confidence that di- 
rect contact with the consuming field would 
facilitate action along these lines doubtless 
was one of the underlying motives behind 
the purchase of the fabricating plants by 
the Anaconda Company. This confidence 
was strengthened by the experience of the 
company with a wire mill purchased in 
1918 which operated almost at capacity 
throughout the depression of 1921, and 
with a shingle mill in New Jersey which 
has provided an increasing outlet for the 
company’s copper. 

In the case of the Anaconda Company, 
combination meant that selling expense 
would be reduced to a minimum. The 
plan has provided that the United Metals 
Selling Company, a marketing subsidiary, 
will continue to serve other copper com- 
panies. This business will therefore main- 
tain the selling organization, and any sur- 
plus copper of the Anaconda Company 
will need bear only the overhead actually 
incurred by itself. Thus, from the stand- 
point of continuity of operation, reduction 
of inventory, and elimination of selling ex- 
pense the combination appears advantage- 
ous to the Anaconda Company. 


The Interests of Fabricators 


The advantages of the combination to 
the American Brass Company are not so 
apparent. Any price concession on raw 
material purchases would only reduce the 
profits of the Anaconda Company and 
would prove of no real advantage to the 
stockholders of the fabricating plant, all 
of whose holdings would have been ex- 
changed for Anaconda securities. 

There was little prospect for improve- 
ment in fabricating methods since the mills 
of American Brass Company were con- 
sidered to be among the most efficient. 
Some reduction in capital and correspond- 
ing saving of interest might be possible 
since the mill would require less reserve 
inventory of raw material when purchas- 
ing from an assured source than when 
purchasing on the open market. Aside 


from this possible saving of interest and 
any benefits from aggressive marketing un- 
dertaken by the new organization, it 
would seem that the American Brass 
Company found its greatest incentive to 
combination in the favorable price offered 
of $300 per share of American Brass 
stock, payable, half in Anaconda stock of 
$50 par value and half in cash. Roughly 
$45,000,000 was offered for a Company 
capitalized at $15,000,000. The market 
value of Anaconda Stock was probably ex- 
pected to respond favorably after the com- 
bination. In addition, the management of 
the American Brass Company undoubtedly 
considered the danger to its own existence 
if the Anaconda Company should secure 
or build other fabricating plants, thereby 
further increasing the over-expansion in 
the industry. Considerations of internal 
management also played a part in bring- 
ing about the final decision. 


Capital Requirements—Concentration 


of Risk 


One of the dangers of a vertical com- 
bination of the Anaconda type from the 
standpoint of the corporate owners lies in 
the risk of concentrating a large amount 
of capital in different departments of the 
same industry. At a certain stage of the 
business cycle, or at a time of peculiar 
stress in the industry, the entire capital of 
the corporation may be endangered or its 
earning capacity in all departments re- 
duced at once. A sound principle of in- 
vestment is that of scattering risk, of hav- 
ing funds in diverse fields in order to avoid 
subjecting entire holdings to the same 
economic and business forces. Any ver- 
tical combination lays itself open to the 
risk of concentration of capital investment. 


Case of the Star Company 


In June, 1922, the Star Copper Com- 
pany was considering the advisability of 
attempting a similar move. The Star and 
its controlled companies produce lake cop- 
per as contrasted with that of the Anacon- 
da Company, which is electrolytic. It has 


CASE STUDIES IN BUSINESS 115 














114 HARVARD BUSINESS REVIEW 


sold its product directly to manufacturing 
consumers through its own sales force. 
The company ranks among the largest 
producers in the United States. In the 
past it is reported to have disposed of ap- 
proximately 70% of its output in Central 
Europe, especialy in Germany. Its fi- 
nancial conditions were such that any rea- 
sonable consolidation or purchase could be 
accomplished without undue strain on its 
resources. The situation facing the man- 
agement was as follows: 

The mines had been closed for eight 
months. A large stock of copper had been 
sold during that time at a loss until about 
40,000,000 pounds remained, or four 
months’ production in normal times. 
Stocks in the country as a whole had been 
reduced from a high figure of 650,000,000 
lbs. to about 450,000,000 lbs. Europe was 
in great need of large quantities of cop- 
per and although exports were holding up 
remarkably well, financial weakness of im- 
porting nations made a reduction in tak- 
ings apparently inevitable at an early date. 
In normal times from a third to a half of 
the nation’s copp*r is exported.* With 
such an important outlet dependent upon 
the financially weak nations, with con- 
siderable stocks of copper remaining, with 
many mines resuming operations, and with 
the fabricating business, although improv- 
ing, far below its war-time activity, it was 
apparent that severe competition would 
exist in the domestic market in the imme- 
diate future, and that the situation would 
be particularly serious for the Star Com- 
pany, which had previously exported such 
a large part of its product. 

Some injury to the Star Company’s 
domestic market as a result of the Anacon- 
da combination is probable. The maxi- 
mum consumption of the American Brass 








% Production Refined Copper Exports Refined 


1912 1,568,000,000 Ibs................ceeees 746,000,000 
1918 1,615,000,000 Ibs....................... 869,000,000 
1914 1,584,000,000 Ibs.................s0000 749,000,000 
1915 1,588,000,000 Ibs....................... 639,000 

1916 2,127,000,000 Ibs................0..0005 717,000,000 
1917 2,086,000,000 Ibs..............+ssss0see 1,031000;000 
1918 2'108,000,000 Ibs....................... {000,000 
1919 1.776,000,000 Ibs.................ces0e 000,000 
1920 1,568,000,000 Ibs..................s000. ,000,000 
1921 1,090,000,000 Ibs... 5... sees ,000,000 


Mills will more than absorb the maxi- 
mum production of the Anaconda Com. 
pany mines, and even with reduced output 
in times of depression, the brass mills 
should absorb enough copper to enable the 
Anaconda Company to operate its proper- 
ties. Hence, the net result to the trade 
during prosperous times should be merely 
to remove the largest single producer and 
the largest consumer of copper simultane. 
ously from the market leaving the remain- 
ing producers to sell the remaining con. 
sumers. The flow of metal should remain 
approximately the same, merely being di- 
verted to different channels. In times of 
depression, however, the continued produc- 
tion of the Anaconda Company will retard 
the reduction of accumulated stocks and 
prolong the periods of low price. To that 
extent the independent producers may be 
adversely affected by the combine and may 
need the protection of a similar outlet. 

It seems, moreover, that the Star Com- 
pany is sufficiently like the Anaconda 
Company as regards size, location, and 
general organization to be subject to the 
same fundamental conditions which made 
acquisition of a fabricating plant desirable 
for the latter company. To gain the ad- 
vantages accruing from a steady outlet for 
at least a minimum production and to faci- 
litate the adoption of agressive market- 
ing methods, the management of the Star 
Company should favor entering the fabri- 
cating field provided a suitable plant, or 
plants, is available. Construction of new 
plants seems inadvisable in the light of the 
tremendous expansion of the fabricating 
facilities during the war as suggested by 
Mr. Ryan in his letter of December, 1921, 
to his stockholders: 


“A study of the brass industry developed 
that there are engaged in the United States in 
lines of manufacturing and fabricating copper 
product from raw materials about 32 concerns 
of sufficient importance to be taken into con- 
sideration, and that the total capacity of the 
plants owned by the above companies exceeds 
annually an output of 1,880,000,000 pounds 
of copper. As this capacity is considered more 
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than twice as much as has ever been required 
by the United States in pre-war years and 
probably 80% more than has been required 
during the comparatively busy years in the 
United States of 1919-1920, and as it was 
found that a good many of the plants are well 
situated for distributing, modern in construc- 
tion, and could meet business requirements as 
well as plants which could be constructed, it 
became apparent that further building of 
plants would merely add to an already over- 
constructed mill capacity and that an effort in 
this direction would result in adding de- 
moralization rather than stabilization to the 


situation.” 


The requirements as to suitability of 
plants for the Star Company appear to be 
as follows. The minimum copper con- 
sumption of these plants should enable the 
Star mines to operate without loss. The 
product should be diverse, avoiding the 
extreme fluctuation of output which often 
occurs when the market for a single prod- 
uct or group of products disappears. 
Part of the production should be for the 
ultimate consumer, to enable the Star 
Company to engage in aggressive selling 
campaigns; part of the product should be 
shapes, bars, and sheets for further fabri- 
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cation to insure volume of copper con- 
sumption. At least part of the plants 
should be in the middle west where water 
transportation could be used from the 
mines, with a resultant substantial saving 
on freight. The price should be reason- 
able, though it should be recognized that 
a plant purchased cheaply because of mis- 
management and failure during the de- 
pression might prove more costly than a 
more expensive purchase with a high “go- 
ing’ value and a capable staff. Acquisi- 
tion of a successful business would presum- 
ably be an asset whereas acquisition of an 
unsuccessful business would be likely to 
prove a liability if men trained in copper 
attempted to accomplish what presumably 
experienced brass men have abandoned. 

Providing such fabricating plants are 
available the Star Company should find it 
advantageous to enter the fabricating 
field. If plants with the characteristics 
described are not available, it would be 
better for the Star Company to take its 
chances on disposing of its products on the 
open market as heretofore. 


AND HEATER COMPANY 


A Case Dealing with the Jurisdiction to Be Granted a Works Committee 


under an Employee 


I January, 1921, the Works Manager 
of the Mansfield Boiler and Heater 
Company, a large New England Corpora- 
tion, was dismissed for insubordination 
and failure to cooperate with superiors. 
hough a man of strong personality and 
possessed of a good production record, 
this manager indiscreetly voiced opinions 
contrary to the policies of retrenchment, 
adopted by the Board at the time, and 
knowingly violated instructions which in- 
volved the layoff of employees and a re- 
duction in wages. | 

_ The situation was complicated by a pe- 
tition for his reinstatement signed by 60% 
of the employees. This document was 
presented to the Works Committee, estab- 


Representation Plan 


lished two years previously, that consisted 
of an equal number of representatives of 
employees and management. The powers 
of this committee were advisory only, but 
appeal could be made ultimately to the 
Board of Directors upon the request of 
two-thirds of the committee. Delay upon 
action was secured by the management 
representatives upon presentation of the 
petition. 

After full consideration of the possible 
courses of complying with or denying the 
request, or of passing responsibility to 
the Board of Directors, the President of 
the Company appeared in person before 
the Committee, convinced the members 
that their demands were extremely harm- 
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ful from the Company’s standpoint, and 
secured withdrawal of the petition, though 
he took great pains to prove to them the 
sincerity of the directors’ appreciation of 
their opinions and suggestions. 

The primary value of a works com- 
mittee lies in creating mutual understand- 
ing between the management and the 
employees; otherwise, such a committee 
becomes cumbersome and ineffective. If, 
through the fear of undue encroachment 
on the powers of the management, the 
President had abruptly taken the matter 
out of the hands of the Works Committee, 
he would have destroyed the mutual confi- 
dence which is so necessary for this form 
of management. 

To permit the employees to appoint 
their own managers, however, would like- 
wise be unwise as it would lead to politics 
and inefficiency. By talking the matter 
over with the employees, the President 


succeeded in making the committee fee! 
that while the Directors retained absolute. 
ly the right of decision as to all members 
of the management, they were glad to 
consider the opinions of the workmen. By 
this means, he not only did not have to 
make any concessions but preserved the 
respect of both the employees and execy. 
tives for the Works Committee. 

This case indicates that employees to. 
day feel that they are entitled to have a 
voice in determining the person who exer. 
cises the enormous influence over them of 
a manager. It also suggests that if a 
works committee is rightly handled, the 
employees desire only advisory power, but 
if this advisory power is not respected, 
they are quick to demand something more 
substantial. Furthermore, this problem 
shows the great value of having an or- 
ganized means of settling labor misunder- 
standings before they become of serious 
proportions. 


3. PROCTOR PIANO COMPANY 


A Case Dealing With the Expansion of a Piano Manufacturer into the 
Field of Player Pianos 


i recent years the management of the 
Proctor Piano Company has had un- 
der consideration the addition of models 
of a fine type, electrically driven player 
piano to their present line of straight 
pianos. During the latter part of 1921 
and the early part of 1922, the executive 
officers made an intensive study of the 
whole situation and decided against enter- 
ing the player field. The decision was 
based largely on their fear of injuring the 
reputation for excellence that they had so 
long maintained in the manufacture of 
their straight pianos. 

The Company is an old established firm 
which has been able to build up over a long 
period of years an enviable reputation as 
a producer of the highest quality of grand 
and upright pianos. From the very be- 
ginning the Company has attempted to 
produce the finest product possible, and a 


tradition for quality has become instilled 
not only in the management, but also in 
the employees, many of whom have been 
with the organization for a period of 
twenty-five years or more. 

Though the management has tempo- 
rarily rejected any plan of entering into 
the manufacture and marketing of player 
pianos, careful consideration of the facts 
indicates that the chances for successful 
expansion into the player-piano field might 
well warrant serious reconsideration. 

In determining whether or not the Proc- 
tor Piano Company should manufacture 
player pianos, the possible effects upon the 
Company’s production, distribution, and 
finances, as well as the effects upon the 
attitude of the buying public towards the 
Company and its product must be con- 
sidered. 
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Production Aspects 


Undoubtedly numerous production 
problems would result from the under- 
taking. It would call for technical knowl- 
edge and production methods of which the 
present organization is ignorant. Experts 
would have to be sought in the market and 
workmen trained. Fully competent men 
could be procured only with difficulty. 
Moreover, the change in production policy 
might react unfavorably upon the present 
employees. Many of these are old, high- 
ly experienced mechanics whose loyalty 
and interest in their special work have been 
developed to a high degree. A certain 


subtle relation between key action and: 


tone, which is one of the criteria by which 
the trained musician and expert manufac- 
turer judge a piano, has not been attained 
as yet in the instrument equipped with a 
reproducing mechanism. Hence, entry in- 
to the manufacture of player pianos might 
dampen the interest which the employees 
now possess. 

In the next place, the problem of se- 
curing a desirable reproducing mechanism 
presents an obstacle. The management 
should be satisfied with only the best and 
it might be difficult to get this. Even pro- 
vided the desired rights could be obtained, 
purchasing would be complicated to 
greater degree than at present. 

The adaptation of the present straight 
piano model to fit player needs presents a 
further problem. Proctor success has in 
part been built about certain features of 
design, which could not probably be incor- 
porated in a player. 

Since a high degree ~f specialization 
now exists in the Company, the attention 
of executives can be focused on maintain- 
ing the quality of the straight piano. To 
manufacture a player would mean a sacri- 
ficing of this specialization to some de- 
gree and reorganization would have to be 
undertaken to meet the new demands. 

The production problem can be viewed 
from a slightly different angle, however. 
The straight piano and player piano busi- 


nesses are closely allied. The wood ma- 
chining and certain other processes are al- 
most identical. To make a player would 
probably mean only the institution of a 
new department to care for the assembly 
and installation of a reproducing appara- 
tus. There is no reason to believe that 
there need be disruption of the present 
personnel. The greater number of em- 
ployees could continue as at present mak- 
ing straight pianos. Other specialists 
would turn their attention to the player. 
Many of the difficulties that now seem to 
present themselves from a_ production 
standpoint are merely developmental prob- 
lems. Much of the experimentation could 
be carried out and the difficulties solved be- 
fore the factory organization was dis- 
turbed. Unless a good chance of success 
was present, the scheme could be dropped. 

We may conclude, then, from the pro- 
duction standpoint, that there are difficul- 
ties, but these are not insurmountable. 
Other manufacturers of high-grade pianos 


have apparently solved the problems. 


Distribution Aspects 


From the standpoint of distribution, 
there are no great difficulties. The same 
exclusive agents can be used for the play- 
er as for the straight piano. Moreover, 
some of these have expressed a desire for 
the player, and this desire by dealers will 
increase if the demand for player pianos 
increases. Many good dealers will desire 
an agency which can furnish a player piano 
as well as a straight piano. 

A more careful and elaborate advertis- 
ing program than hitherto used would 
probably be necessary and would have to 
be worked out. 


Consumers’ Attitude 


The market of a high-grade piano is 
governed largely by the approval of the 
musically cultured, those who know how 
to judge a musical instrument. The ques- 
tion arises whether or not a venture into 
the player field might injure the prestige 
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of the company with these discriminating 
people. 

By refraining from making player 
pianos, the Proctor Piano Company has 
gained the unique position of having spe- 
cialized in the straight piano, of having re- 
fused to go into a field where the finest 
tone and action has not been obtainable. 
To begin manufacture of the player would 
mean loss of this position as a specialist. 

It is a matter of opinion, however, as 
to whether the prestige of the Company as 
a maker of straight pianos need suffer. To 
be sure, it is probably true at the present 
state of development that a player piano 
cannot have that fine adjustment of action 
for manual playing that the straight piano 
offers. It is possible that musicians would 
look with disfavor upon the entrance of 
the Company into the field. Yet we must 
consider that the Company would still 
manufacture a straight piano. Moreover, 
there is reason to doubt whether the 
building by a manufacturer of player 
pianos as an allied product need bring the 
condemnation of musicians. This conclu- 
sion is based on three facts: Firstly, by 
making records, a large number of the 
great pianists have given a certain mark of 
approval to the reproducing piano. Sec- 
ondly, these same pianists and conserva- 
tories of music use the best player pianos 
in their studios and schoolrooms to study 
the interpretation of music by master musi- 
cians. Finally, many of the manufacturers 
of famous pianos have gone into the pro- 
duction of player pianos without apparent 
harm to reputation; their instruments are 
still used by artists in recitals. 

From the standpoint of many of those 
buyers of pianos who are not themselves 
musicians, it would seem desirable for the 
Proctor Piano Company to produce a high- 
grade player. Since these people buy 


largely on the basis of the reputation of a 
piano, the Proctor Piano Company could 
make capital of its good name in the sale 
of player pianos. 


It would seem only 


logical that these people should desire a 
reproducing piano, for it would give them 
an opportunity to enjoy music in their 
homes, while the straight piano can simply 
serve a great part of the time as an orna. 
ment for their music rooms and parlors, 
It would thus appear that two parts of 
possible markets are cut off by inability to 
furnish a player piano; namely, that of 
rich people who are not musicians and that 
of musicians who desire a reproducing 
piano for study purposes. 

Again, the player piano is compara- 
tively new. Great improvements can un- 
doubtedly be expected. As perfection is 
gained, demand should grow. That 
manufacturer will be best fitted to take 
advantage of an increased demand who 
has learned the business early and de- 
veloped technique. This should be con- 
sidered as a factor favoring entrance into 
the field now rather than later. 

To summarize, though there is possi- 
bility of the Company injuring its repv- 
tation by manufacture of a player piano, 
this seems slight, while the possibilities of 
development of a player offers opportu- 
nity of augmenting its good name. 


Competitive Aspects 


From the standpoint of competition, it 
would appear desirable for the Company 
to be in a position to meet the demand of 
desirable agents for player pianos. On 
the other hand, as pointed out before, the 
Company now has the competitive advan- 
tage of being a specialist. 

Of prime importance is the competitive 
position of the markets for the two types 
of product. In the straight piano field, 
competition is sharp, but the Proctor 
Piano Company has been able to hold its 
own. Moreover, the demand is appar- 
ently growing, so that the factories can 
be normally kept busy. On the other 
hand, it seems not improbable that with 
improvements and the reduction of the 
now excessive prices, the demand for the 
finest type of reproducing players will 
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grow. Although numerous manufacturers 
are in the field, it would seem large enough 
to offer the Proctor Piano Company a 
good opportunity for expansion. The 
Company’s good name would help it to get 
its place in the market. 


Financial Aspects 


To enter the player field will call for the 
outlay of considerable capital on experi- 
mentation with possible failure. Further 


outlay would be necessary if actual pro- 
duction were begun. 

Since the player piano apparently has 
a future, and is so closely allied to the 
present product, it would seem advisable 
for the Company to undertake the devel- 
opment of a player piano. Then, if a 
desirable product could be obtained from 
experimentation, the Company could cap- 
italize its present reputation in the sale 
of player pianos. 














REVIEWS OF BUSINESS LITERATURE 


BUDGETARY CONTROL. J. O. McKin- 
SEY. 465 pp. (New York, Ronald Press Com- 
pany, 1922.) 

COORDINATION is the keynote of Mr. 
McKinsey’s book on “Budgetary Control.” 
In his discussion he rules out the policy of 
calculating departmental profits and em- 
phasizes the need for business firms to 
correlate the activities of all departments, 
especially those including selling and manu- 
facturing operations. All departments in 
a business exist because each furnishes a 
service which adds to the profitableness of 
the enterprise. Since some means, how- 
ever, is essential to test the efficiency of the 
various departments, Mr. McKinsey sug- 
gests that a departmental budget which 
should be a schedule of expected perform- 
ance be prepared as a measure for 
checking actual operations. The popular 
conception of a budget is a schedule of es- 
timated receipts and disbursements cover- 
ing all the activities of a business. Such 
a schedule Mr. McKinsey classifies as a 
financial budget which requires the co- 
operation of all departments in its prepa- 
ration. 

The book, which combines a develop- 
ment of the theory of budgetary control 
with observation of present practise, should 
be of value to most business men. It con- 
tains a complete, and in parts somewhat 
lengthy, discussion of the need for budget- 
ary control, of the preparation of depart- 
mental budgets and their coordination 
with the financial budget, the application 
of budgetary control to manufacturing, 
merchandising and non-commercial enter- 
prises, and of the estimated balance sheet 
and profit and loss statement. A model 
manual of budgetary procedure is also in- 
cluded. In the appendices a copy of the 
United States Budget and Accounting Act, 
of the Administrative Code for the State 


of Ohio, and a Trust Company budget 
system are included. 

Although businesses are organized differ. 
ently, there are five functional groups 
of activities, the sales, the production (in 
case of manufacturing) or the purchasing 
(in case of merchandising), the personnel, 
the finance and the accounting functions, 
The author points out that it is impossible 
to perform these functions adequately 
without cooperation of the functional of. 
ficers who should constitute an executive 
committee for final approval of all budget. 
ing. In order that the departmental 
oficers will realize its importance, the 
chief executive, who is the final authority 
in settling disagreements relative to co- 
ordination of departmental programs, 
should be in direct control of the budget. 
The persons responsible to function within 
the estimates should prepare them, not 
only because they are best qualified but be- 
cause it will do much to make them realize 
their responsibility not to exceed the 
estimates submitted. 

Mr. McKinsey has rendered a service 
by collating and organizing practises 
which most business concerns have been 
using in some degree since the beginning 
of industrial organization, but he has 
made no new contribution to accounting 
theory or practise. The value of budget- 
ary control as outlined in this book is in- 
dicated in one case which has come to the 
attention of the reviewer. In that instance 
the treasurer of a corporation employing 
fifteen hundred persons, and having annual 
sales of $75,000,000, died suddenly. He 
was successful in his position, but he had 
always made his calculations mentally or 
on scraps of paper. No one in the com- 
pany had been trained to do this work, 
with the result that the organization was 
disrupted, and finally several months later 
it was necessary for the company to bring 
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in a person from another corporation to 
fill the position. The difficulties thus en- 
countered would have been improbable 
under an efficient system of budgetary con- 


trol. 
Since actual circumstances will never be 


repeated from one budget period to an- 
other, in the preparation of estimates past 
experience should be used only as a guide 
in determining future marketing and manu- 
facturing conditions. Even then reports 
of actual operation will often vary from 
the estimates. Although some means for 
the revision of the estimates must be pro- 
vided, the author gives but vague indica- 
tion of suitable methods. He neither 
states how large an error should justify 
a revision, nor indicates how the difficulties 
experienced by concerns operating a sys- 
tem of budgetary control during a depres- 
sion should be overcome. However, the 
book is intended to be suggestive and not 
arbitrary. Its raison d’étre is to discuss a 
method of collecting information on which 
administrative decisions and control are 
based. 


ORGANIZED PRODUCE MARKETS. 
Joun G. Smitu, M. A., Assistant Professor 
of Commerce, University of Birmingham. 
238 pp. (New York, Longmans, Green and 
Company, 1922.) 

DuRING the last 30 years many articles 
upon speculation in organized produce 
markets have appeared. Some of them 
serious and economic studies, others little 
more than the biased arguments raised by 
protagonists in the heat of legislative bat- 
tles. In spite of the large amount of ma- 
terial now available, Mr. Smith’s book 
fulfills the distinct need for a study which 
would assemble the facts and present in 
compact and lucid form a description of 
the principal features of the structure and 
functioning of produce markets. 

While the volume is intended primarily 
for the use of students, the author has 
avoided terms which might be confusing to 
those unfamiliar with economic theory; it 
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should, therefore, be of added interest to 
the lay reader. 

While the work is largely descriptive, 
a certain amount of critical analysis is in- 
cluded. Following a description of the 
organization and trading methods of the 
world’s principal produce markets, Mr. 
Smith takes up at some length the econo- 
mic function of speculation as well as its 
abuses and regulations inaugurated for its 
control. The chapter headings are sug- 
gestive of the subjects treated: Warrants 
and Grading; The Internal Organization 
of the Principal Produce Exchanges; Spot 
Transactions, Futures and Privileges; 
Crop Reports and Market Price Quota- 
tions; Futures in Commodities other than 
Cotton and Grain, and Marketing at Auc- 
tion. The appendix contains examples of 
market reports, copies of warehouse re- 
ceipts, delivery contracts and other forms. 

The features that commend the book 
to the reviewer may be briefly enumerated: 


First, as compiled above, it gives a very 
complete picture of the various phases of 
the produce distributive organization. 


Secondly, it draws interesting comparisons 
between the organization and practise in 
markets of various countries. 


Thirdly, the analysis of the economic func- 
tions of speculation is simple and clearly 
presented. 


Lastly, the discussion is not limited to 
wheat as is often the case in such discus- 
sions, but the markets for cotton, grains 
other than wheat, pepper, sugar, coffee and 
metals are included. Nevertheless the 
short discussion of certain organized raw 
material markets is inadequate. 

The views of the author on the economic 
function of speculation are orthodox. He 
is favorably inclined toward the specula- 
tive market because he considers it neces- 
sary to furnish an active market to meet 
hedging needs. He also maintains that 
active, legitimate speculation by concen- 
trating risks on experts, tends to narrow 
the difference between the price paid by the 
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consumer and that paid to the producer. 
In the discussion of the influence of Specu- 
lation upon Prices, he expresses the opin- 
ion that speculation has produced greater 
stability of prices; as he puts it “A dimin- 
ishing range of movement, less variation 
from the average.” At the present time 
this is a moot question. It is not difficult 
to find those who believe that the psychol- 
ogy of speculative trade upsets that nicety 
of adjustment of demand and supply which 
has often been ascribed to the speculative 
market. Others claim that more violent 
fluctuation of price is brought about by the 
arbitrary division of future delivery 
periods characteristic of organized specu- 
lative markets. Nevertheless, Mr. Smith’s 
exposition will be received as a clear, con- 
cise and intelligent statement of generally 
accepted theory and description of present 
practise. 


CHAIN STORES, THEIR MANAGE- 
MENT AND OPERATION. WaAttTer S. 
Haywarp and PercivAL WHITE, with chap- 
ters by Joun S. FLEEK and H. MAcINTyRE. 
392 pp. (New York, McGraw-Hill Book 
Company, 1922.) 


THE increase in the volume of goods 
sold through chain stores during the past 
few years has been phenomenal. Although 
the growing importance of this type of re- 
tail outlet has caused it to become the 
subject of considerable study and discus- 
sion in business circles and on the pages 
of current publications, no effort has been 
made, heretofore, to present an inclusive 
treatise on chain stores. The authors are, 
in a sense, pioneers in the field and doubt- 
less have been handicapped in the collec- 
tion and organization of their material 
by lack of reference matter and absence 
of precedent. 

The book is broad in its scope. After 
an introductory chapter outlining the 
principles of the chain store field, the au- 
thors proceed to discuss the location and 
physical aspects of member stores of the 
chain. Merchandising Problems are pre- 
sented within a range of ninety pages 


under the titles: Purchasing, Warehousing. 
the Sales Problem, Competition, Pricing 
and Turnover, Expenses, and Profits, and 
Advertising. Personnel Problems are 
then discussed with special reference to 
organization, training men for promotion, 
maintaining morale and developing the 
store manager. Finally, the elements of 
Control and Expansion are presented in q 
series of chapters dealing with warehous. 
ing and purchasing records, supervision 
of retail outlets, centralization of execu- 
tive control, financing, and insurance. 

It is to be regretted that the authors 
have been forced to deal only superficially 
with many important matters because of 
the breadth of the field they have chosen to 
cover on such an important subject; for 
example, the statement of one man as to 
costs of doing business in grocery stores, 
is quoted in spite of the fact that the re. 
sults of detailed studies are available. 

The general method of treatment of 
the first section of the book is changed, in 
the latter chapters upon “Control and Ex- 
pansion” to a method whereby discussion 
is confined largely to a particular chain of 
stores. Specific methods are described, 
actual record forms are reproduced and 
explained, and weak and strong points of 
the system are indicated. Increased use 
of this scheme of treatment would not only 
render the book useful to the practical man 
striving to solve problems of chain store 
operation, but would also provide a basis 
for more intelligent discussion in classes 
either of college students or of chain store 
employees where the book may be used 
as a text. The method might well have 
been applied to other portions of the book 
by the use of a particular chain as a basis 
for the presentation with the interjection 
of methods employed by other chains for 
comparison. 

In the closing six chapters of the book 
the discussion of functions is abandoned 
in favor of a description of different types 
of chains, namely; the Manufacturers 
Chain, the Grocery Chain, the Drug Store 
Chain, the Five-Ten-Twenty-Five Cent 
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Chain and the Dry Goods and Clothing 
Chain. This treatment entails repetition 
of much of the material appearing earlier 
‘n the text. These chapters might well 
have been placed in the appendix along 
with the bibliography of articles which 
have appeared in periodicals on the sub- 
ject of chain stores. An outline placed at 
the head of each chapter in topical form 
together with paragraph headings, makes 
reference easy. 
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The work may well be described as a 
good compilation of the information avail- 
able to date on chain stores; it does not 
try to present new theories or practises. 
“Chain Stores” should prove valuable to 
students of marketing and merchandising 
and, to a lesser extent, to those actually 
engaged in the field. More detailed 
studies based upon the subdivisions of the 
present work will doubtless be developed 
in the near future. 
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PLOYEES. $4. New York: Pitman, 1922. 


Broderick, J. T. Puttisc Toceruer. $1. 


Schenectady, New York. Robson and Adee, 
1922. 


Charters, W. W. Director of the Research Bu- 
reau for Retail Training, Carnegie Institute 
of Technology. How to Setx at RErat. 


$3. Boston: Houghton, Mifflin Company, 
1922. 


Tuis book is a collection of practical methods 
used by salespeople in meeting selling difficulties. 
It is based upon interviews with three hundred 
salespeople “selected with unusual care” from 
several large department stores. It deals entirely 
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with retail sale from the moment a customer re- 
ceives the salesperson’s notice until the sale is 
completed. Common mistakes are pointed out, 
practises described in detail, and directions given 
for meeting many situations, 

The book is essentially a handbook for retail 
salesmen and as such covers the field in a detailed 
and exhaustive manner. 


Chellew, Henry. HUMAN AND INDUSTRIAL 
Erriciency. New York: $2. Putnam, 1922. 


Chenery, William L. INpuUstry AND HUMAN 
WeLFarRE. New York: $1.75. Macmillan, 
1922. 


Chisholm. ComMerciAL GrocrapHy. Long- 
mans, Green, 1922. 


Clark, W. Gantr CHartT; A WorKING 
Toot oF MANAGEMENT. $2.50. Ronald 
Press, 1922. 


Conyngton, Thomas, Bennett, R. J. and Pinker- 
ton, Paul W. CorporaATION PROCEDURE. 
$10. New York: Ronald Press, 1922. 


Tue authors of this volume have made it 
their purpose “to furnish in a single volume, an 
accurate, practical, and conveniently arranged 
manual that will answer as nearly as possible 
those constantly arising problems of corporate 
procedure. ‘The book is, in short, intended to 
meet the practical needs of all those concerned 
in corporate affairs—lawyers, bankers, account- 
ants, corporation officers, and business executives 
generally.” The services of specialists in their re- 
spective fields have been used in order to cover 
adequately the wide scope of the book. 

The first section “Corporate Law” is by Mr. 
Conyngton and covers the Incorporation, Stock, 
Control, Charter and By-laws of a Corporation; 
Organization Meetings and Records, Stock Rec- 
ords and Stock Transfer, The Treasurer, Cor- 
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porate Financier, and Allied Forms of Organiza- 
tion. All these are treated from the legal view- 
point. The Section “Corporate Finance” is based 
directly on Business Finance by William H. 
Lough, President of the Business Training Cor- 
poration, and adapted to the present volume by 
him. Section three on “Corporate Accounting” 
is by Mr. Bennett and Mr. Pinkerton. It deals 
with Surplus and Reserve Accounts, The Origi- 
nal Capital of the Corporation, Special Cases in 
Capital Stock Transaction, Banks and Funds, 
Corporate Combinations, Dissolution, Reorgani- 
zation, Receivership and Corporation Statements. 
The fourth and last section is supplied by Mr. 
Conyngton and contains 250 forms used in cor- 
porate procedure. 


Cooper, C. S. Foreicgn TrapE MARKETS AND 
Metuops. New York: Appleton, 1922. 


In describing the “how” of foreign trade 
Mr. Cooper devotes the first fifteen chapters of 
his book to pointing out the necessity of “Know- 
ing the Export Business,” and of “Training for 
Foreign Commerce.” Several chapters present 
information on such miscellaneous subjects as 
Marine Insurance, Cables, Financing Foreign 
Trade, Definition of Foreign Trade terms, the 
House Organ in Foreign Trade and Newspapers 
and Periodicals as Foreign Trade Builders, The 
remainder of the book is given over to a not 
altogether satisfactory description of the foreign 
trade possibilities in various parts of the world— 
Japan, China, the Philippines, India, Western 
Asia, the Near East, Africa, Russia, The British 
Empire, New Europe, the Caribbean countries, 
and South America. 


Deiser, George F., and Johnson, Frederick W. 
Ciaimms: Fixinc THEIR VALUES. $2. New 
York: McGraw-Hill, 1922. 


Dewey, Davis R., and Shugrue, M. J. BANK- 
ING AND Crepit. $3. New York: Ronaid 
Press, 1022. 


Turis volume is “written primarily to meet 
the needs of the individual who uses the bank 
for credit accommodation; its aim is to explain 
the problems confronting the customers of a 
bank, and the significant factors that control the 
terms and conditions upon which credit may be 
obtained.” After two introductory chapters, de- 
fining the nature of money and of credit and dis- 
cussing the different forms of money in circu- 
lation in this country, the book proceeds to a re- 
cital of the characteristics and uses of the various 
forms of credit instruments other than money. 
A separate chapter is devoted to the subject of 
the negotiability of certain of these credit instru- 
ments, with especial emphasis upon methods of 
endorsement. 


The second main division of the book, af-- 
outlining the various kinds of banking and credit 
pecs mere takes up in detail the nature and 
origin of the various items appearing in the bal- 
ance sheet of a bank. One eter each tye 
lotted to funds belonging to stockholders, de- 
posits, bank-note circulation, investments, and 
bank reserves. The discussion of commercial 
loans, covering six chapters, includes a particu- 
larly good analysis of the credit statement which 
is submitted to a bank. 

The third main division of the book deals with 
various important parts of our credit structure 
which are outside of the immediate operations 
of the commercial bank. One chapter is given 
to the clearing house, one to the national bank- 
ing system, three to the organization of the 
Federal Reserve System and the operations of 
the Federal Reserve Banks, one to bank and 
trade acceptances, three to foreign exchange, 
and one to the New York money market. The 
final chapter briefly describes certain major mone- 
tary problems, past and present. 

The Appendix includes a series of illustrative 
problems, based on’ the various subjects covered 
in the text, which makes the book especially 
useful for teaching purposes, 


Dewing, Arthur Stone. CorpoRATION FINANCE. 
New York: Ronald Press, 1922. 


Tuis book, based on the author’s larger work 
“The Financial Policy of Corporations,” is a 
summary of the commonly accepted working 
principles of corporation finance. It is primarily 
a text-book for colleges and schools of business 
administration, sufficiently condensed so that, if 
necessary, it can be read easily by students dur- 
ing a single semester. 

After a preliminary discussion of the financial 
structure of the corporation, the book takes up 
in greater detail the three classes of corporation 
securities, common stock, bonds, and preferred 
stock. ‘The steps in the promotion of various 
types of enterprises and the nature and functions 
of the underwriting syndicate are considered 
next. There follows a thorough treatment of 
corporation accounting and an analysis of the 
various items appearing on the balance sheet and 
income statement. ; 

Turning from these more elementary consid- 
erations, the book discusses the economic justifica- 
tion and financial history of corporate expansions 
and consolidations in their various forms. The 
last part of the book is devoted to the reasons 
for corporate failures and the methods employed 
in the resulting reorganizations of different 
classes of corporations. 

The Appendix provides a group of eighty-six 
problems, selected for the most part from actu 
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experience and classified according to their dif- 
ficulty, to serve as an aid to the teaching of 
corporation finance by means of class-room dis- 
cussion of concrete cases. 


Dolch, E. W. Manuer or Business LETTER 
Warittnc. $2.25. New York: Ronald Press, 


1922. 


Dunn, Arthur B. ScrentiFIc SELLING AND 
ApverTIsING. New York: Harper Bros., 
1922. 


Edie, L. D. PaincipLes oF THE NEw Econo- 
mics. $2.75. New York: Crowell, 1922. 


Esquerre, P. J. Practica, ACCOUNTING 
PrRoBLEMS. pt. 2 lea. $10. New York: 
Ronald Press, 1922. 


Farquhar, Henry H. Factory STOREKEEPING. 
$2.50. New York: McGraw-Hill, 1922. 


Fetter, F. A. Mopern Economic PROBLEMS, 
2d ed. rev. $2.75. New York: Century, 
1922. 


Fish, L. J., and D’Avesne, A. L. FRENCH 
CoMMERCIAL CORRESPONDENCE. $1.20. New 
York: Macmillan, 1922. 


Friedman, E. M. INTERNATIONAL FINANCE 
AND Its REORGANIZATION. $7. New Yorb: 
Dutton, 1922. 


Furniss, E. §. Foreign EXCHANGE. $2.50. 
Boston: Houghton-Mifflin, 1922. 


Gillette, H. P., and Dana, R. T. Construc- 
TION Cost KEEPING AND MANAGEMENT. $5. 
New York: McGraw-Hill, 1922. 


Griffin, B. W. INsTALLMENT SALES AND COL- 
LECTIONS. $4. New York: Prentice-Hall, 
1922, 


Hamilton, W’. P., Editor of “The Wall Street 
Journal.” Stock MARKET BAROMETER. $3. 
New York: Harper, 1922. 


In this readable book Mr. Hamilton gives an 
analysis of the New York Stock Market and its 
history since 1897. It is a discussion of the 
theory of business cycles as set forth by the late 
Charles H. Dow, the founder of “The Wall 
Street Journal.” The author maintains that 
the trend of the Stock Market as shown by the 
Dow-Jones averages is a better barometer of 
generai business conditions than any forecasting 
service which takes other factors into considera- 
tion. He argues that the best knowledge and 
brains of the country are concentrated in fore- 
casting the fundamental movements of the 
market and consequently all possible influences 
on conditions are contained in the price of 


stocks. Many interesting anecdotes of Wall 
Street and instances of the success of the Barom- 
eter in forecasting movements of the cycle, are 
introduced in the discussion. An appendix con- 
tains the daily Dew-Jones averages for Indus- 
trials and Railroads from January 1, 1897 to 
May 16, 1922. 


Haner, Daniel J. MopeRN MANAGEMENT 
APPLIED TO CONSTRUCTION. $2.50. New 
York: McGraw-Hill, 1922. 


Haskell, Allan C. GrapHic CHARTS IN BUSI- 
NESS. Codex Book, 1922. 


Tue making and use of graphic charts in 
business is described in elementary fashion under 
the following general heads: 


Reasons for the use of charts. 

Physical, psychological, time-saving. 

Kinds of charts and how made. 

Line charts, plain and ratio rulings, scales, 
bar charts, circular percentage charts, or- 
ganization charts, trilinear charts, proba- 
bility charts. 

How and where charts may be used. 

In accounting, advertising, collections, costs, 
credits, financial statements, inventories, 
organization work, payment plans, per- 
sonnel, prediction and trend, purchasing, 
sales, scheduling production. 


The importance of accurate original data. 

The information is presented in readable form 
and should be especially adaptable for use in 
training courses for employees. 


Hayward, William Richart. PROGRESSIVE 
PROBLEMS IN BOOKKEEPING AND ACCOUNT- 
ancy. New York: Macmillan, 1922. 


Hayward, W. S. and White, P. with chapter by 
John S. Fleek and H. MacIntyre. CHAIN 
Stores, THEIR MANAGEMENT AND OPERA- 
TION. New York: McGraw-Hill. 1922. 
(See review on page 122.) 


Henderson, Hubert D. Tue Cotron Controi 
Boarp. $1.50. New York: Oxford Univer- 
sity Press, 1922. 


Hopwood, J. O. ANALysIs AND CLASSIFICA- 
TION OF PERFORMANCE IN VOCATIONAL RE- 
LATIONS. $1.50. Boston: Badger, 1922. 


Huggins, W. L. LaABor AND DEMocRACY. 
$1.25. New York: Macmillan, 1922. 


Hungerford, E. ROMANCE or A GREAT STORE. 
$2.50. New York: McBride, 1922. 


Huntington & Williams. Business GEOGRA- 
PHY. $2.75. New York: Wiley, 1922. 
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Business Geography aims to bring out the 
relations between climate and geographical char- 
acteristics of the world. The analysis of these 
inter-relations is presented in simple and interest- 
ing form in five parts, the first of which deals 
with geographic influences upon business, dis- 
cusses the world products in their relation to 
climatic factors, the effect of relief on production, 
the geographic characteristics of soil productivity, 
the varying capacity of races, as well as the geo- 
graphic basis of exchange. Part 2, “Business 
Relations as evolved among Typical Communi- 
ties” treats in a series of chapters the different 
types of communities classified according to eco- 
nomic pursuits taking up agricultural, lum- 
bering, mining, manufacture and commercial 
activities. The third part, in dealing with the 
business of the continents, aims to trace the in- 
fluence of geographic features upon present com- 
mercial developments. A more detailed consider- 
ation of topic applying to United States and 
Canada makes up the fourth main section of the 
work. The last section consists of statistical 
material upon population, occupation, industry 
and manufacture. 


Hysell, H. Science oF PURCHASING. $2.50. 
New York: Appleton, 1922. 


Joint Executive Committee of the Vocational 
Education Committees of the Pulp and Paper 
Industry of the U. S. and Canada. THE 
MANUFACTURE OF PULP AND ‘PAPER; a 
Text-book of Modern Pulp and Paper Mill 
Practise. New York: McGraw-Hill, 1922. 


Jones, Clement. British MeracHANT SHIP- 
PING. $3.75. New York: Longmans, Green, 
1922. 


Karsten, Karl G. GrapnHic REPRESENTATION. 
New York: Prentice-Hall, 1922. 


Kleppner and Leseritz. ADVERTISING PROCE- 
puRE. New York: Prentice-Hall, 1922. 


McCoy, W. A. Bustness Trust AGREEMENTS 
AND DECLARATIONS OF Trust. $10. Pitts- 
burgh, Pa.: McCoy’s Organizing Bureau. 


McKinsey, J. O. Bupcrerary Controt. New 
York: Ronald Press, 1922. (See review on 
page 120.) 


McKinsey, J. O. RELATION oF BUDGETARY 
ConTrot To Cost ACCOUNTING. 75 cents. 
National Association of Cost Accountants, 
1922. 

Mayers, Lewis. THe FEDERAL SERVICE. New 
York: Appleton, 1922. 


Myers, C. S. Minp AND WorK; THE PsycHo- 
LOGICAL Factors IN INDUSTRY AND Com- 
MERCE. New York: Putnam, 1922. 
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NATIONAL ForeiGN Trade Convention 
$2.50. Official report of the oth National 
Foreign Trade Convention, Philadelphia, Pa. 
May 10-12, 1922. : 


NATIONAL INDUSTRIAL CONFERENCE Boano. 
Should the State interfere in the Determina- 
tion of Wage Rates? $1.50. New York: 
The Board, 1922. 


NATIONAL INDUSTRIAL CONFERENCE Boarp. 
Wages and Hours in American Industry, July, 
1914, July, 1921. $2.50. New York: Cen- 
tury, 1922. 


Odate, G. JAPAN’s FINANCIAL RELATions 
With THE UNrTep States. pa. $1.25. 
Longmans-Green, 1922. 


Parsons, T., and Reed, Charles M. Laws or 
Business. New York: Doran, 1922. 


Penson, T. H. Economics or Everypay Lire. 
2v. v. I, $1.50; v. 2, $1.35. New York: 
Macmillan, 1922. 


Peters, P. B. S. Commerciat Law. $1. 
Southwestern Publishing Co., 1922. 


Prentice-Hall. BANK SALARIES, EXPENSES AND 
MetuHops or So.icirinc NEw BusINgSss. 
$4.25. New York: Prentice-Hall, 1922. 


Rietz, H. L., Crathorne, A. R. & Rietz, J. C. 
MATHEMATICS OF FINANCE. $3. New York: 
Holt, 1922. 


Rossmore, E. E. FEDERAL INcoME Tx PRos- 
LEMS. New York: Dodd, Mead and Co., 
1922. 


Mr. Rossmore has succeeded in his attempt 
to give a clear, comprehensive, yet comparatively 
brief, treatment of the Federal Income Tax sit- 
uation as it has been left by the Revenue Act of 
1921. The text begins with a statement of the 
changes in the Revenue Act of 1918 brought 
about by the Act of 1921. These are classified 
as (1) changes to reduce taxation, such as the 
repeal of the corporate excess profits tax and the 
reduction of surtax rates after January i, 1922; 
(2) changes to remove certain inequities existing 
in the revenue act of 1918, such as the provisions 
for taxing capital gains, enforced replacements, 
paper profits, etc.; (3) changes to prevent the 
evasion of taxes, especially by eliminating profits 
through wash sales of securities at losses, or by 
gifts; and (4) miscellaneous, such as changes in 
exemptions, classification of personal service cor- 
poration in the same category as other corpora 
tions, etc. 

Next follows a series of 334 problems, cover- 
ing 410 pages, that illustrate all provisions of 
the law. The problems consist of a statement 
of assumed facts, the question involved, the an- 
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swer, an explanation of the solution, references 
to official a wherever necessary, and an 

i author’s note. 
— are two good indices included, One is 
in the form of a reprint of the act itself with 
marginal references to the problems illustrating 
the intent of the act. Upon the whole the prob- 
lems are arranged in the same order as the ques- 
tions involved are dealt with in the act. There 
is also a good topical index of 19 pages. 

Mr. Rossmore writes with authority not only 
as a practising certified public accountant (N. 
Y.), but also as a former chief of the special 
audit section and the consolidated returns sec- 
tion and lecturer of the Internal Revenue Bu- 
reau. 

While the tax expert, dealing with contro- 
versial questions and detail problems will always 
refer to the original sources such as the act itself, 
and the treasury department’s regulations, decis- 
ions, opinions, memoranda, etc., to seek refined 
distinctions to aid his client, the book will meet 
the needs of the average income tax payer and 
answer most questions that come to the ac- 
countant. 


Rowntree, B. S. PEACE oR WAR IN INDUSTRY. 
pa. 10 cents. Latham Lithographing and 
Printing Company, Bush Terminal, Brooklyn, 
N. Y., 1922. 


Savage, M. D. INpbustriAL U'NIONISM IN 
AMERICA, $2.25. New York: Ronald Press, 
1922. 


Scovill, H. T. ELEMENTS oF ACCOUNTING 
Lessons. $3. La&alle Extension University, 
1022. 


Sheaffer, W. A. METROPOLITAN SYSTEM OF 
BOOKKEEPING. new ed. $2. Chicago: Metro- 
politan Text-book Co., 1922. 


Sherbow, B. Errective Typg-usE For ADVER- 
TISING. $2. The author, New York, 1922. 


Smith, J. G., M. A., Assistant Professor of Com- 
merce, University of Birmingham. ORGAN- 
IZED Propuce Markets. New York: Long- 
— Green, 1922. (See review on page 
121, i 


Spencer, William H. Law anp BusINEss. v. 3. 
Chicago: The University of Chicago Press, 
1922. 


Spiegel, J. Mopern Business ENCYCLOPEDIA. 
$4. Modern Business Cyclopedia Corpora- 
tion, 1922, 


Stockder, Archibald H. Business OwNERSHIP 
AND ORGANIZATION. New York: Holt, 1922. 


Stone, Gilbert. A History or LABOUR. $4.50. 
New York: Macmillan, 1922. 








BOOK NOTICES 127 


Szepesi, E. Cost ConTROL AND ACCOUNTING 
For Textite Mitts. $10. Bragdon, Lord 
&f Nagle, 1922. 


Tipper, Harry. THe Human Factor In In- 
pustry. $2. New York: Ronald Press, 
1922. 


In brief compass Mr. Tipper “deals with the 
mental factors of industrial relationship, with or- 
ganization conditions and with experiments of 
changing or modifying organizations,” particular- 
ly “with the relation of the question to the practi- 
cal development of industry in the more or less 
immediate future,” in the hope that “it will pre- 
sent to the business man a sufficiently complete 
and concise analysis of the difficulties which must 
be met and the outlook in meeting them.” Much 
of the book’s interest is derived from the fact 
that it constitutes a running comment of an ob- 
servant business man upon such moot topics as 
collective bargaining, leadership in modern in- 
dustry, employee representation, fatigue, bonuses 
and profit sharing as well as other questions af- 
fecting wages. Though taking the viewpoint of 
the employer, Mr. Tipper is willing to concede 
that much of the labor’s criticism of employers 
is justified and that improved industrial relations 
depend upon mutual understanding, forbearance 
and concession, not merely upon abandonment 
by labor of its claims. 


Von Engeln, O. D. INHERITING THE EARTH; 
OR THE GEOGRAPHICAL Factor In NATION- 
AL DEVELOPMENT. $2. New York: Macmil- 
lan, 1922. 


Wallace, David. Simp_te MINE ACCOUNTING. 
$1.50. New York: McGraw-Hill, 1922. 


Walter, F.W. Retam CuHarce Account. $3. 
New York: Ronald Press, 1922. 


DRAWING its substance from the practical ex- 
periences of the credit managers of some of New 
York’s leading stores, this book is not confined 
to a theoretical discussion of credit granting, but 
deals with the every-day routine and problems 
of the credit department of a retail store. It 
not only covers the considerations, methods, and 
legal aspects of credit, but also points out the 
possibilities for active business building by the 
credit department. Although its viewpoint is 
broad, details are not slighted, the various forms 
in use and mechanical helps are described. Ob- 
taining the cooperation of banks and financing 
accounts through them are taken up in the 
final chapters. Although based on the practises 
and experiences of large stores, the volume un- 
doubtedly provides helpful material both for 
credit men of smaller stores, and for students. 
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Ward, W., LL. B. American CoMMERCIAL 
Crepits. $2.50. New York: Ronald Press, 
1922. 


As a result of the cancelations and repudia- 
tion of existing contracts following the collapse 
of the inflated prices of 1920, the New York 
Bankers Commercial Credit Conference of 1920 
was called. This conference endeavored to se- 
cure the adoption of uniform terminology in 
dealing with letters of credit and to devise credit 
instruments which would be proof against misun- 
derstandings and confusion. 

On the basis of an historic and international 
background, Mr. Ward presents the conclusions 
and recommendations of the confereace. His 
explanation of commercial credit practise fur- 
nishes a basis for the interpretation of the pro- 
posed standard forms of commercial letters of 
credit. 

In the last two chapters of the book, Mr. Carl 
A. Mead describes the nature of the rights and 
obligations created by documentary letters of 
credit and the performance that may be ex- 
pected thereunder. 


Watkins, Gordon S., Ph. D., Assistant Profes- 
sor of Economics, University of Illinois. AN 
INTRODUCTION TO THE STUDY OF LABOR 
ProsLems. New York: Crowell, 1922. 


“Tue problems of industrial relations are the 
resultants of ascertainable causes, of material and 
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‘ 
subjective forces that function persistently in te | 
evolution of industrial society. These probleme. 
cannot be understood apart from the experiences _ 
of the past and the conditions of the present” | 
In the presentation of his thesis the method of ; 
the author is to give first, a statement of the labor _ 
problems now present in industry with an exposi- _ 
tion on their development ; second, an analysie of _ 
these problems; and third, a discussion of the 
attempts made to solve the problems together — 
with a description of the agencies and methods — 
of re-adjustment now available. The author _ 
approaches his subject with a background of ex. _ 
perience as a wage-earner in the mining and ma | 
chine industries. His book covers among other 
things: the determination of wages and hours of 
labor, child labor, women in industry, unem- 
ployment, labor turnover, immigration, industrial — 
unrest, a discussion of labor organizations and 
employers’ associations, profit sharing, industrial 
education, socialism, labor legislation, and social 
insurance. 


Willard, R. D. System ButLpine anp Con- 
STRUCTIVE ACCOUNTING, $4. New York; 
McGraw-Hill, 1922. 


AND BusINEss. $3.50. New York: Harper, 
1922. 





